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The demand for energy has never been
greater. For a power producer, that should
be good news. Even great news. But
unpredictable fuel costs and fixed retail
prices, combined with higher and higher peak
loads, are testing our generation capabilities
and challenging us to refine our focus on our
core strengths. We believe the short-term
setbacks of this realignment will be offset
by long-term opportunities ahead.






CHAIRMAN'S LETTER TO SHAREHOLDERS

Fellow Shareholders,

Since 2000, when 1 returned to lead PNM Resources,
our management team'’s top priority has been to
anticipate changes in the marketplace and make
decisions that would ensure our ability to provide
high levels of service for our customers and
exceptional value for our shareholders. Over the
years, we have improved customer satisfaction
metrics, provided superior reliability and consistently
increased total shareholder return.

JEFF STERBA

Chairman, FPresident & CEQ
PNM Resources
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Our established trend of shareholder return did

not extend through 2007. This was a source

of profound disappointment to your Board of
Directors, all of our shareholders and me. 2007
financial results reflected volatile and increasing fuel
costs with no fuel cost recovery mechanism, higher
electricity demand, rising costs of the fundamental
building blocks of our business and the inability to
raise prices in our regulated operations. For the
year, ongoing earnings were $1.079-2 per diluted
share, compared with $1.7812 per diluted share

in 2006. GAAP earnings per diluted share were
$0.96 in 2007, compared with $1.71 in 2006.

The seeds of our earnings decline were sown
largely in a five-year electric rate agreement
entered into by our PNM utihty in 2002. This
agreement allowed the company to benefit from
off-system electricity sales, but lowered rates a
total of 6.5 percent and did not include a fuel-
adjustment clause.

1} Ongoing earnings are adjusted to exclude the impact of nonrecurring iterns and net unrealized mark-to-
market gains and losses on economic hedges. Ongong earmings also include discontinued eperations.

2} For a complete reconciliation of ongoing earnings per diluted share to Generally Accepted Accounting
Principles (GAAP} earnings per share see page 32.
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Our plan was to offset a large portion of the rate
reduction with savings generated by a shift from

a surface coal mine operation to an underground
operation near the San Juan Generating Station.
This plan paid off during the years that immediately
followed, as strong power plant performance,
coupled with effective off-system sales strategies,
and low coal and nuclear power costs, helped drive
the strong financial performance into 2006.

2007 - THE YEAR IN REVIEW

During 2007, however, we began to see the
situation change. Our retall load grew much faster
than anticipated while scheduled maintenance and
other outages at Palo Verde Nuclear Generating
Station and San Juan further diminished-our
generation capacity. To offset this deficit in retail
generation, we purchased more expensive power
on the wholesale market and used higher-cost,
gas-fired generation. Without the fuel-adjustment
clause, we had no means of recovering the
significant increase in fuel costs. In short, the
five-year rate agreement was one year too long.

PNM Resouroeas
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While PNM electric operations faced lower power
plant availability, higher costs to provide service
and frozen electric rates, PNM gas operations
benefited slightly from the implementation of
new delivery rates and a colder 2007 winter.

In Texas, our electric transmission and distribution
utility continued to demonstrate steady growth.
As a "wires-only” company, TNMP delivers
electricity to more than 226,000 customers on
behalf of retail electricity providers. As such,
TNMP benefits from Texas' growing demand
for electricity without fuel-cost risk. We expect
TNMP to provide modest, but steady, earnings
contributions in the years to come as long as its
rates reflect growing infrastructure needs.

PNM Ressourcen
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Our competitive businesses in Texas — First Choice
Power and our 50 percent interest in EnergyCo -
continue to show promise. Even as the Texas
electricity market went through a tumultuous
period in 2007, resulting in across-the-board
margin decreases for all market participants, First
Choice Power demonstrated flexibility, prowess
and determination to remain a Simply Better
choice for residential and business consumers.
While it could not duplicate 2006's near-perfect
performance, First Choice Power grew its
customer base and managed the transition

to @ new customer care system.

When | introduced EnergyCo in last year's annual
report, | explained that it would be the vehicle
through which we would execute our long-term
growth strategy in competitive markets. Since
then, EnergyCo has begun implementing this
strategy by acquiring more than 900 megawatts
of generation in 2007 and partnering to develop

a new natural gas generating unit that will add
another 275 megawatts to its portfolio. By mid-
2009, EnergyCo will have nearly 1,200 megawatts
of generation in Texas, 890 of which will be within
the high-demand Houston zone. |




obtaining fair
rate wreatment for
regulated utilities

simplifying our
electric operations

reducing costs through
betier sechnology and
more efficient
processes

focusing our business

on the regulated and

competitive electric
markets




Clearly, our company faced a myriad of challenges
in 2007. Moving forward, rising fuel costs, growing
electricity demand and protecting our environment
will continue to test our resolve to provide excellent
customer service and strong growth in shareholder
value. Because we see opportunities in the
challenges that lie ahead, we refocused our
strategy in 2007 on four key initiatives.

The first is to obtain fair rate treatment for our
regulated utilities so we can adequately recover
the cost of providing superior service to our
customers. Our current New Mexico electric rate
case is a critical element of our strategy and an
exceptionally important regulatory proceeding.

Tied to fair rate relief are our efforts to reduce costs
where possible through technology and processes.
This is our second objective. We can’'t — and won't -
ask customers to pay more if we haven't done

all we can to increase the efficiency of our cost
structure. Dunng the summer of 2007, we launched
a business improvement program that examined
virtually every facet of our company.

PNM Ressourcsesa
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In the program’s first phase, we developed plans for
refining and automating processes and eliminated
work that no longer provided significant value

to our customers. Unfortunately, the business
improvement program also identified the need

to reduce our work force by about 15 percent.

As a whole, we expect the improvement plan to
capture nearly $35 million in annualized savings.

The third initiative reflects our intention to simplify
our PNM regulated electric operation so that it
Is singularly focused on retail customers, while
EnergyCo targets select wholesale markets.

In early 2008, we announced the first step in
executing this initiative with the pending sale

of certain wholesale electric, natural gas and
transmission contracts.

The fourth initiative is our decision to narrow the
company'’s focus to the core electric business

in both regulated and competitive markets. To
implement this, we announced plans to sell the
PNM gas operations to Continental Energy Systems
for $620 million. The sale will decrease our utility
2009-2012 capital expenditure budget by about
$148 million and result in a stronger company.

15
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While we have done an excellent job of improving
the gas business since its acquisition in 1985, it
has been an underperforming asset, and the sale
supports our initiative to focus on electric operations.
Likewise, our current gas employees soon will be
part of a new Albuquerque-based company that
can focus solely on gas delivery systems.

The transaction with Continental also affords us
the opportunity to expand our reguiated electric
operations in Texas through the pending purchase
of Cap Rock Energy, an electric utility serving 28
counties. Because of locked-in purchase power
contracts, Cap Rock operates much the same way
as TNMP which has provided shareholders with
strong value since its 2005 acquisition. Like TNMP,
Cap Rock benefits from strong customer load growth
without the growing pains of volatile fuel costs.

2008 AND BEYOND

Without argument, 2007 was a setback as our
earnings were hindered by many factors; recovery
will not occur overnight. But we strongly believe
that the next two years will prove that our four
inttiatives put us on the right path for success.
Our regulated businesses will need stability from

PNWM Ressources 17
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fair rate treatment to ensure those businesses
adequately recover the costs of providing electricity.
And we will continue corporate-wide efforts to
streamline processes and reduce costs where
possible. We will focus on our core electric
businesses and simplify our PNM reguiated electric
operations. Our regulated companies will provide
stable, organic growth while in our unregulated
markets, First Choice Power and EnergyCo will
pursue growth prospects methodically. Our
strategic direction provides future opportunities,
and management is committed to executing
plans that make the most of them.

For example, our refined business model embraces
energy efficiency. Not only does using energy
wisely benefit consumers and the company, it is
the right thing to do to protect our environment.
In the future, the opportunity for PNM to earn

a higher return exists because New Mexico
lawmakers have recognized the need to remove
disincentives currently faced by utilities when
investing in energy efficiency. Soon, PNM should
be allowed to benefit from having deployed energy
efficiency programs that save customers money
and defer the need to build power plants.

FPMM Rescurces 19
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Senior management

Left to right:

Pat Vincent-Collawn  Utilities President

Jim Fertand Senior Vice President of Utility Operations

Alice Cobb  Senior Vice President & Chief Administrative Officer
Chuck Eidred Executive Vice Fresident & CFO

Cindy McGill Senior Vice President of Public Policy & Strategy
Patrick Ortiz  Senior Vice President & General Counsel

Jetf Sterba  Chairman, President & CEO

PNM Rassourcaes




Your management team is acting now to maintain
high levels of customer service and rebuild the
shareholder value all of our employees have
worked so hard to create. We expect the coming

18 months or so to be transitional during which
both our regulated and unregulated businesses
will re-establish their respective baselines for our
future growth trajectory.

PNM Resecurcsess
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In 2007, we said good-bye to one of our directors,
Charles McMahen, and we greatly appreciate his
service and insights. We subsequently welcomed a
new member, Bob Nordhaus. Bob has New Mexico
ties and is a former general counsel of the U.S.
Department of Energy and a noted expert in federal
electric, natural gas and environmental regulation.

On behalf of the PNM Resources family of
companies and its employees, we are committed
to building value for you.

Sincerely,

Jeff Sterba

Chairman, President & CEQ
PNM Resources
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JOAN B
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(Chair), Auaht and Ethics.

MAM'TEL T.
PACIECO
PH.D
President Emeritus,
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President and Chief
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Investoghighlights] .:_;i ' (I LhioLssnics axcapt per share amounts and ratios) -

:

FINANEIAL DATA o CRORCE S

Operating Revenues from RIS ‘ ) &

Continuing Operations s 1.914,02&. © %1,963,360 ) (2.5%) LLo149% -

Earnings from Continuing ' N _ Lo

Operqtions $59, 35? t $ 107,960 '{45.0%) 62% ,

Operating Expenses $ 1,788, 98‘)‘“ $.1,713527 4.4% 16.3% . %

Net Earnings Available ’y S

for Common Stock $74 87@_‘*_ $ 120,818 (38.0%! {5.5%}) - 4

Retained Earnings $ 638, zzs"’ $ 635,550 0.4% 1 53% - %

EONEEM SHARE DATA ﬁ R

Earnings per Share (Basic) K T E
Ongoing "3 $1 0?*; $1.80 {39.4%)

Net Barnings $0.98¢- $1.73 {43.4%}
Contibuing Operations s 0.7};? . $1.55 {50.3%}

Earnings per Share (Diluted) ST ‘ b
Ongoing" $ 1.0%§ $1.78 (39.9%) ;
Net Earnings $096%. $171 {43.9%) ) 3
Continuing Operations __30;76!?&._1- $153 . {50.3%) '

Book Value per Share $ 22:03,% $22.24 - (0.9%)

Dividends Declared per Share - soszm‘if‘- . $0.880 45%

Market Price pér Share ' ey ' a
High : T sama’L $3207 - 69%

Low . S s210%% $2249 0 BA%Y
Close at YearEnd - ' 2145, . $3190 - [B31.0%

Average Shal’ES Outsfandmg : L

{Bagic} 69,829 - T B.o%

Average Shares Outstandmg L S S

Oitged £ 70686 - 103% -

FMNANGIAL BATI®S . - X

Merketta-Book Hatio : o e PR SR %

at YearEnd ' 140 . [307%F l‘l S%}f-_

Price Earaings Ratio R : S i

at Year-End _ 21.9°% 18.0 . 21.8% . 7»164%

Return on Average : ;s S ‘ Lo o

Commadn Equity , 44% 5 80% . {45.0%] . {1.'_6.-4%)

Dividend Yield on Market pe o T

- Price at- Year-End 429%:. - 283% B1.6% - 16% 0
U} Ongoing eamings are sdiusted 1o skolutie tha impal of i rnghsmaandnetmruahadmark-wmmmtmafdbsmon ag
aconomic hadges. Ongaing saimings slso nchxds ooty tiorw. - e

) For a compiate roconciBation of ongoing wnnqs per dﬂmsﬁéwe 1o Ganerally Accented Acocunting Pringipies (GAAP) m
par share-ses pege 32.

.v%*ﬁ:
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. Sustainabilitylhighlights)

In this repert, we identified sorne fundamenta! challenges facing owr business. While some aspects of our culture
will undoubtedly change as a result of these challenges, cur continued commitment to sustainability remains

a key companent of our long-term success. Only by providing better value to our customers and communities,
our workfores, environmentally concerned citizens and shareholders can we reshape our business and lay the
groundwork needed to provide value now and in the future. That is the essence of sustainability. The following
figures highlith a few of our sustainability efforis. Readers who are interested in a comprehensive review of our
sustainability performance can view our 2007 corporate sustainability report, scheduled for digital publication an
June 30, 2008 at FNMResources.com.

i

BUSTENERS 2007 20063 2005
Customer Satisfaction Rating {1-10) :
PNM residential customers 73 . 7.0 6.8
PNM business customers 85 . 8.4 8.2
Low income Assistance :
PNM Good Neighbor Fund contributions $ 696,290 . £ 683,982 $ 708,689
EEORMOMITY .
Philanthrop’ic Giving " $3,966,946 - § 3885427 $ 6,165,731
Supplier Diversity Program .
Supgplier Diversity spending (milfions) $312.0 $177.5 $£86.4
Percentage of total purchases 27% 26% 7%
WERRFOBEE
PNMR Corporate Governance Ranking (1-10)2 10.0 - 10.0 9.0
Workplace Diversity (% rminority workforce) 46% 43% 42%
Safety in the Workplace finjury rates)® 40’ 3.3 5.7
ENVWIITRIO;NIVIEINITAY
Air Emissigns . ‘
Nitrogen oxide intensity {pounds per MWHh]) 292est. - . 2.60 3.0
Sulfur dioxide intensity {pounds per MWh) 1.84 est. 1.88 1.67
Particulates intensity {pounds per MWh) 0.0962 est. 0.0%09 0.0828
Carbon dioxide intensity {pounds per MwWh) 1,557 est. 1,572 1,458
- PNM Sky Blue® Wind Program
Customer consumption {(Myvh) 124,697 ¢ 65,565 45,328
Number{ of PNM Sky Blue® customers 17,833 ¢ 13,795 8,570
PNM Sky Blueg® national program ranking TBA . 8th 16th
PNM Custemer-owned Solar PV Program ) ;
Total installed (kW AC) 337 159 NA
Total measured (kWhy 455,810 . 137,619 NA

~Number, of program participants 187 76 NA

W

The 2005 total contributions wiclude a one-time $2.5M donation from the corporation o the PNM Foundstion. If the donation
were excluded, total contributions would be $3,665,731.

12} Independent Gavemance Matrics Intemational {GMI} ranking based an PNM Resources ralative to a global unverse of wtilities.
@ OSHA Recprdable Injury Rates.

) At the timé of prnting, 2007 air figures are preliminary estimates, subject fo changs. Final data wil ba reported in our 2007
Corporate Sustainabifity Repon, scheduled for publication June 30, 2008 on PNMRescurces.com,

{5 Natona: Renswable Energy Labaoratory rating.

PMM Rescurcea

27




fibelcompany,

POW AEEEUEEREE INE. AUP BYEBESIBIARIGS

We are an investor-owned holding company of regulated and unregulated

energy and energy-related companies and were incorporated in the State of

New Mexico on March 3, 2000. Cempany management regularly reviews

operating results of our primary .;%ubsidiaries, which are Public Service

Company of New Mexico, TNMP, and First Choice Power, L.P. PNM is an

integrated public utility with regula‘t‘“ed operations primarily engaged in the

generation, transmission and distribﬂtion of electricity, and the transmission,

distribution and sale of natural gas ygithin New Mexico. PNM Resources has

agreed to sell its natural gas operattens pendmg regulatory approval. PNM's

unregulated operations primarily fogus on the sale and marketing of electrlcrty.
in the western United States. TNﬁdP is ‘a regulated utility in Texas that

provides regulated transmission andt:llstnbutlon services. First Choice Power

is a retail electric provider operatmg«l[gi the competitive, unregulated slectricity -
rarket in Texas. The company alseyaowns a 50-percent’ share of EnergyCo,
LLC. The other 50-percent is owne”' )

y 8 subsuduary of Cascade Investment,

. LL.C. EnergyCo provides energy aré;i energy servsces 10 expanding markets

throughout the Southwest Texas a:itd the West. EnergyCo currently owns
Twin Oaks Power, a 305—megaW' ' coal—ﬂred power plant Alura Coge_n

a 614-megawatt natural gas—flred owar plant; and Cedar Bayou, a 275-
megawatt natural gas-fired power‘ ant which-is scheduled to be onltne in
summer 2009 : ' .




BTEOER PERFOBDRANEE

The following graph assumes that 3100 was invested on Dec. 31, 2002,
in PNM Resources common stock, the S&P 500 Stock Index and the S&P
Midcap 400 Utilities Index, and that all dividends were reinvested.

SELPARBIBEON OF 5-VEAR GUDMUVLATIVE TOTAL RETORM

$225 ’ IR PNM Resources
20, B S&P 500 Index
17 (J $&P Midcap 400
150 Utilities Index
125
100

2002 2003 2004 2005 2006 2007

FISCAL YEAR ENDED DECEMBER 31 2002 2063 2066 2006 207

PNM Resources $100 $122 $170 $1i70 $223 $159
S&P 500 Index 100 129 142 150 173 183
S&P Midcap 400 Utilities Index 100 126 150 165 201 214

Bata Source: Bloombery. Historical performance does not necessarily predict future resclts. PNM
Resources’ common stock s traded on the NYSE.

B8ACE NARBER BTATEMENT VIBER TIE PRIVATE
BECVRHITIES LITICATION REFEHW AGY OF 1008

Any statements made herein about future operating results or other futdre events are forward-

looking staternents made pursuant to the Private Securities Litigation Refarrn Act of 1995, Actual

results may differ materially from those expressed or implied by these forwarddocking statements,
A giiscussion of factors that coukd cause actual results or events to differ is contained in the section
entitied " Disclosure Regarding Forward Looking Statements™ in the endosed Form 10-K for the year
ended December 31, 2007,

PNM Resourcaes
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2008 ABNBAL DEETING
The 2008 Annual Meeting of Stockhdiders will be at 9 a.m. {(MDT) on May 28,
2008, at the South Broadway Culturaiﬂ‘enter 1025 Broadway SE, Albuguergue,
N.M. Proxies will be requested fromﬂtockholders when the notice of meeting
and proxy statement are mailed on oﬂabout April 23, 2008.

TRAMBCER AGENYT AND EJ@@O@TTE}&\E]
Corporate Headquarters

BNY Metlon Investor Services )

PO Box 3338, South Hackensack, NJ 07606-1938

(817} 663-7775 \
melloninvestoer.com g

Overnight, Registered or Certified M}

BNY Mellon Investor Services )
430 Washington Bivd., Jersey City, [';.p 07310
*

@own@@ma BEINVESTILENT AWD

DIBEET BrECER PURCHABE SILEAB'J

PNM Resources offers a dividend rdﬂﬁestment and direct stock purchase plan
as a semce te both new investorg 0 d cuprent shareholders. In addition to fyll
qr pamal reinvestment of dividends; 3 he PNM Direct Plan gives shargholders

‘ tl‘le opportunity to make direct cash\ {/estments More anformatron about the

plan ang enrollment forms are avalla '_ thrqugh BNY Mellon investor Serwces,

' @@@@E}Uﬁl]@@ []L'{]@@[BG‘D&T?U@[D %
: A
I‘

IWSE Listed
316:;!: Symbol; PNM

..5%'

¢

‘ Common shareholders of recard: 1@0 fas of Feb 15, 2008)
-Newspaper fisting: PNM FRes o ﬁ

: Oh May 3, 2007 the Company submitted th qmred annai written cerification 10 the NYSE fo -
. cormply with Saction 303A.12(a} of the NYSE

(od Company Manual, There were no qualifications
in #he ceslificetion. 1n addition, fhe Ccmpany filed with the SEC, as exhibits to its Form 10K
hlad:m February 29, 2608, the Sarbanes-0; 1 Section 302 certificaticns regarding the quality
of the COmpam}"spubhc disclosure. PR :
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RIVIDEIOS DEGLADED ADD CONHON
BTOEE PHIGES (1D DOLLAGS)

2007 2006

STOCK PRICE %TOCK PRICE
DIVIDEND . DIVIDEND P
¥ HIGH i10W ' HIGH LOwW

<0° 50230 :$3270 $29.32 $0.220 $2550 $22.49
£ — 3428 2650 — 2660 2392
<3 o460 2871 2105 0.440 2894  25.41
°4. 0230 2521 2441 0220 © 3207 2747

i)
Dividends declared during the querter ended  Dividends daclared during the quadter anded
Septaimbar 30, 2007 include 3 $0.22 per share  Sepiambier 30, 2006 inckue 8 50.22 por share
dividend declered on July 17, 2007 for the  dwidend declarad on July 18, 2006 for the
quendr ended Juna 30, 2007 and a $0.23 per  querter anded Junb 30, 2006 and a $0.22 per
shara dividend declered on Sepember 18, 2007 shara dikidend declwad on Septemnber 26, 2006
for the quarter ended September 30, 2007, for the quartar endsd Septembar 30, 2008,

For :further informatien regarding dividends, please see the discussion on page
A-27 in the company’s 2007 Form 10-K.

ﬁ)@@@lﬂ?@ AHDE PYBLIBATIGNS
' Copnes of the cormpany’'s Form 10-K {annual reporﬁ and Form 10-Q {quarterly

: report) to the Securities and Exchange Commission {SEC), proxy staternent, .

all hews releases, up-to-date smck Aquotes, quarterly earmings resuits and
other corporate literature are avaﬂah!e free Upon request’ by accessmg the

inforration at PNMResources.com, or by callmg {BDD} 5454425 or by wrmng ‘

to E_nvestor Relations.

. GomvAGY emcscammém@m L e

Cogpomte ‘Headquatters. = ~ Investor Relations.. 5
. PNMResources . | . Gina Jacob), Dlifector : :
 Aarada Square MS 2602 !; mvfesior Relations & Sharehoidersemcesﬂ
| Atbuguerque, NML 87158 7 (505) 241 ézn T B
;oo PMResources.com - _ (505) 241-2339 Fax

: - ‘7 S'hateholder Semces
! ; . (800} 545-4425 . 7‘;’

' : . PNM Aestdurces
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ENEGINE PILYVTERD BGARMNINGS PEE SRABE (GPS)
T® GALR RILYTED EARMINGS PEE SOARBE (EESD

2067 diluted ongoing EPS $1.07
Favorable Tax Decisions 0.27
Consulting and Legal Costs for Sale of Assets 0.02)
Twin Oaks Il Impairment 0.03)
Business Improvement Plan 0.10)
Loss on Altura Contribution 0.03)
Sale of Turbine ' 0.03
Afton Write-Down {0.15}
EnergyCo Formation Costs ' {0.02}
Economic Mark-to-Market {0.06)
2007 GAAP diluted EPS ‘ $0.96
2006 dituted ongoing EPS $1.78
Acquisition Integration Costs ) {0.04}
.- EnergyCo Formation Costs ‘ {0.03}
: 2006 GAAP diluted EPS _:- $1.1
2005 diluted ongoing EPS $154
Refinancing . {0.10)
Acquisition Integration Costs 4 {0.15)
-Software Write-Off # 0.04)
Regulatory Liability i 0.02) .
Turbine Write-Down q 10.13)
Private Equity Units ¢ ©.11) .
‘Change in-Accounting Principle S {0.01) - 5
2005 GAAP diluted EPS o $0.98 :

There were ne nonfecurring charges in 2@

e

Design: Kitmer & Kitmer 8rand Consultants  Photography: Michael Barley

2003 diluted ongoing EPS 4 - S128
Refinancing T {0.16]
Transition Costs Write-Off ;;; {0.17}
C!:Tanga in Accounting Principle . ;r 0.61
2003 GAAP diluted EPS 1 $156

2002 diluted ongoing EPS f $1.18
Reorganization w009
Teansmission Line Project Wiite-Off ~ {0.05)
Saverance Costs j {0.02)
Western Resources Acquisition and Legg Costs 002

i $1.04

2002 GAAP dituted EPS §
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: UNITED STATES
SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D.C. 20549

FORM 10-K Received SEC )
ANNUAL REPORT PURSUANT FO SECTION 13 OR 15(d) APR
OF THE SECURITIES EXCHANGE ACT OF 1934 Z 9 2008
For the Fiscal Year Ended December 31, 2007 . Washington, DC 20549
Commission Names of Registrants, State of Incorporation, LR.S. Employer
File Number Address and Telephone Numher Identification No.
001-32462 PNM Resources, Inc. 85-0468296
(A New Mexico Corporation)

Alvarado Square
Albuquerque, New Mexico 87158
(505) 241-2700
001-06986 Public Service Company of New Mexico 85-0015030
(A New Mexico Corporation)
Alvarado Square
Albuquerque, New Mexico 87158
(505) 241-2700
002-97230 Texas-New Mexico Power Company 75-0204070
(A Texas Corporation)
225 East John Carpenter Freeway
[rving, TX 75062
(469) 484-8500

Securities Registered Pursuant To Section 12(b) Of The Act:

Name of Each Exchange

Registrant Title of Each Class on Which Registered
PNM Resources, Inc. Comumon Stock, no par value New York Stock Exchange
PNM Resources, Inc. 6.75% Equity Units, $50 stated value \ New York Stock Exchange

Securities Registered Pursuant To Section 12{g) Of The Act:

Registrant ) Title of Each Class
Public Service Company of New Mexico 1965 Series, 4.58% Cumulative Preferred Stock

{3100 stated value without sinking fund)

Indicate by check mark whether each registrant is a well-known seasoned issuer, as defined in Rule 405 of the
Securities Act.

PNM Resources, In¢. (“PNMR™) YES ¥ NO _
Public Service Company of New Mexico (“PNM™) YES _ NO ¥
Texas-New Mexico Power Company (“TNMP”) YES _ NO ¥

Indicate by check mark if each registrant is not required to file reports pursuant to Section 13 or Section 15(d) of
the Act.
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PNM YES _  NO Y
TNMP YES
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Indicate by check mark whether PNMR and PNM (1) have filed all reports required to be filed by Section 13 or
15(d) of the Securities Exchange Act of 1934 during the preceding {2 months (or for such shorter period that the

Securities Excharige Act of 1934 during the preceding 12 months {or for such shorter period that the registrant was

vpo g T requ:red~ to*ﬁfe’!u h reports) and (2) has been subject to such filing requirements for the past 90 days.

ek "'""YES NO v (NOTE: As a voluntary filer, not subject to the filing requirements, TNMP filed all reports
under SGCUOD 13 or 15(d) of the Securities Exchange Act of 1934 during the preceding 12 months.)

[ndicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K is not contained
herein, and will not be contained, to the best of registrants’ knowledge, in definitive proxy or information
statements incorporated by reference in Part 111 of this Form 10-X or any amendment to this Form 10-K. ¥

Indicate by check mark whether registrant is a large accelerated filer, an accelerated filer, or a non-acceierated
filer or a smaller reporting company (as defined in Rule 12b-2 of the Act).

Large accelerated ‘Accelerated Non-accelerated Smaller Reporting
filer filer . filer Company
PNMR v _ _ _
PNM _ _ v .
TNMP ¥

Indicate by check mark whether the registrants are a shell company (as defined in Rule 12b-2 of the Exchange
Act). YES _ NO ¥

As of February 18, 2008, shares of common stock outstanding were.

PNMR 76,828,879
PNM 39,117,799

TNMP 9,615

On June 30, 2007 the aggregate market value of the voting stock held i)y non-affiliates of PNMR as computed by
reference to the New York Stock Exchange composite transaction closing price of $27.83 per share reported by The
Wall Street Journal, was $2,130,875,083.

PNM AND TNMP MEET THE CONDITIONS SET FORTH IN GENERAL INSTRUCTIONS (I) (1) (a)
AND (b) OF FORM 10-K AND ARE THEREFORE FILING THIS FORM WITH THE REDUCED
DMSCLOSURE FORMAT PURSUANT TO GENERAL INSTRUCTION (I) (2).

DOCUMENTS INCORPORATED BY REFERENCE
Portions of the following document are incorporated by reference into Part 111 of this report:

Proxy Statement to be filed by PNMR with the SEC pursuant to Regulation 14A relating to the annual meeting of
stockholders of PNMR to be held on May 28, 2008,

This combined Form 10-K is separately filed by PNMR, PNM and TNMP. Information contained herein relating
to any individual registrant is filed by such registrant on its own behalf. Each registrant makes no representation as
to information relating to the other registrants, When this Form 10-K is incorporated by reference into any filing
with the SEC made by PNMR, PNM or TNMP, as a registrant, the portions of this Form 10-K that relate to
each other registrant are not incorporated by reference therein.
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GLOSSARY

Definitions:

ARON. Afton Generating Station

AG e New Mexico Attorney General

ALT e Administrative Law Judge

ARUMA. o Altura Power L.P.

AOC ... Accumulated Other Comprehensive [ncome
APB e, Accounting Principles Board

APS o Arizona Public Service Company

APBO ..o Accumulated Postretirement Benefit Obligation
AROD Lot Asset Retirement Obligation

AVISEA oo ere e Avistar, Inc., a wholly-owned subsidiary of PNMR
BART .o Best Available Retrofit Technology

BLM e Bureau of Land Management

Board ..., Board of Directors of PNMR

BTU ..o British Thermal Unit

Cal PX ............ et California Power Exchange

Cal ISO .o, California Independent System Operator
Cascade.....o.cooooviviivvircnnn, Cascade Investment, L..1..C.
Constellation........cccccenvrrmnne Constellation Energy Commodities Group, Inc.
Continental .......ccoevverniiiennn Continental Energy Systems, L.L.C.

CRHC ... Cap Rock Holding Corporation, a subsidiary of Continental
CTC e Competition Transition Charge

Decatherm ..o, Million BTUs

Delta ..o Delta-Person Limited Partnership

DOE. .o Department of Energy

EaR ..o Earnings at Risk

ECIV ot ECJV Holdings, LLC

EEL ..o Edison Electric Institute

EIP e Eastern Interconnection Project

EITF ..o, Emerging Issues Task Force
EnergyCo...c.oooeovvvviiiacinin, EnergyCo, LLC, a limited liability corporation, owned 50% by each of PNMR and ECJV
EPA ..o United States Environmental Protection Agency
EPE...oooietee e El Paso Electric

ERCOT ..ot Electric Reliability Council of Texas
ESPP...ociiiiiiciiiii, Employee Stock Purchase Plan

FASB o, Financial Accounting Standards Board

FCPSP i, First Choice Power Special Purpose, L.P.

FERC ..o, Federal Energy Regulatory Commission

FIN e FASB Interpretation Number

FIP o Federal Implementation Plan

First Choice ...cocvvvvvvicivenineninens First Choice Power, L. P. and Subsidiaries

Four Corners..........cccoevvennee. Four Corners Power Plant

FPL s FPL Energy New Mexico Wind, LLC

FPPAC ... Fuel and Purchased Power Adjustment Clause
GAAP . Generally Accepted Accounting Principles in the United States of America
GWHh e e Gigawatt hours

IRS ..o Internal Revenue Service

ISO e Independent System Operator

KWHh i Kilowati Hour

LIBOR oo, London Interbank Offered Rate

Lordsburg .....ccccvvviiininnnnnnnn, Lordsburg Generating Station

Luna....ooimvene e, Luna Energy Facility
MD&EA....oececcceen, Management’s Discussion and Analysis of Financial Condition and Results of Operations
Moody s Moody’s Investor Services, Inc.

MW i, Megawatt

MWh.o i Megawatt Hour




Navajo ACtS .o Navajo Nation Air Pollution Prevention and Control Act, the Navajo Nation Safe Drinking

Water Act, and the Navajo Nation Pesticide Act

NDT .o Nuclear Decommissioning Trusts for PYNGS

Ninth Circuit. .o United States Court of Appeals for the Ninth Circuit
NMGC .o New Mexico Gas Company, a subsidiary of Continental
NMED ..o, New Mexico Environment Department

NMPRC .o, New Mexico Public Regulation Commission

NNHPA ..o Navajo Nation Historic Preservation Depariment
NOPR ... Notice of Proposed Rulemaking

NOX e Nitrogen Oxides

NOT.cere e Notice of Inquiry

NRC ..ot i United States Nuclear Regulatory Commission

NSPS e New Source Performance Standards

NSR i, New Source Review

NYMEX ..o New York Merchantile Exchange

OASIS e Open Access Same Time Information System

OATT oo Open Access Transmission Tariff

O&M i Operations and Maintenance
OPEB...cooeeerercee, Other Post Transmission Tanff

PBO ..o reerrereieaaen Projected Benefit Obligation

PCRBS .oeeeveice e Pollution Control Revenue Bonds

PGAC .o Purchased Gas Adjustment Clause

PGEE ..o Pacific Gas and Electric Co.

PM oo Particulate Matter

PNM i Public Service Company of New Mexico and Subsidiary
PNM Facility ........ DR PNM’s $400 Million Unsecured Revolving Credit Facility
PNMR ..ot PNM Resources, [nc. and Subsidiaries

PNMR Facility.....cococveereinnene. PNMR's $600 Million Unsecured Revolving Credit Facility
PPA i, Power Purchase Agreement

PSA e Power Supply Agreement

PED. Prevention of Significant Deterioration

PUCHA ..o The Public Utility Commission of Texas -

PUCT ..ot Public Utility Commission of Texas

PVNGS ..., Palo Verde Nuclear Generating Station

Pyramid ..o, Tri-State Pyramid Unit 4

RCRA ..o Resource Conservation and Recovery Act

REC ..o Renewable Energy Certificates

REP. .o Retail Electricity Provider

RMUC . Risk Management Committee

RTO e Regiona! Transmission Organization

SCE i, Southern Cal Edison Company

SCPPA ..o ceceercenens Southern California Public Power Authority

SDG&E .o San Diego Gas and Electric Company

SEC.. i United States Securities and Exchange Commission
SFAS e FASB Statement of Financial Accounting Standards
SICC...oiire e San Juan Coal Company

SIGS ot San Juan Generating Station

SOAH oo, State Office of Administrative Hearings
SO Sulfur Dioxide ‘

SPS Southwestern Public Service Company

SRP i, Salt River Project

SEP o Standard and Poors Ratings Services
TCEQ..oiiiiieeieireneeen Texas Commission of Environmental Quality

TECA e, Texas Electric Choice Act

Throughput ... Volumes of gas delivered, whether or not owned
TNMP oo Texas-New Mexico Power Company and Subsidiaries
TNP e TNP Enterprises, Inc. and Subsidiaries

Tri-State ..o, Tri-State Generation and Transmission Association, Inc.




TUCSON .. Tucson Electric Power Company

Twin Oaks ....ooovvveieieeeieen, Assets of Twin Oaks Power, L.P. and Twin Qaks Power {1l, L.P.
UAMPS L, Utah Associated Municipal Power System

USES oo United States Forest Service

Valencia.....covenevccneeccnnnns Valencia Energy Facility

VaR . Value at Risk

WSPP e Western Systems Power Pool

Accounting Pronouncements (as amended and interpreted):

APB 25 e Accounting Principles Board Opinion No. 25" Accounting for Stock Issued to Emplovees”

EITF 023 L EITF Issue No. 02-3 “[ssues Involved in Accounting for Derivative Contracts Held for Trading
Purposes and Contracts Involved in Energy Trading and Risk Management Activities”

EITF03-11 e, EITF Issue No, 03-11 “Reporting Realized Gains and Losses on Derivative Instruments that
are Subject to FASB Statement No. 133 and Not Held for Trading Purposes”

EITFO03-13 (i, EITF Issue No. 03-13 “Applying the Conditions in Paragraph 42 of FASB Statement No. 144 in
Determining Whether to Report Discontinued Operations™

FIN46R ..o FIN 46R “Consolidation of Variable Interest Entities an Interpretation of ARB No. 517

FIN A7 e FIN No. 47 “Accounting for Conditional Asset Retirement Obligations an Interpretation of
FASB Statement No. 143" :

FINAB ..o FIN No. 48 “Accounting for Uncertainty in Income Taxes”

SFAS S e SFAS No. 5 “decounting for Contingencies”

SFAS34 SFAS No. 34 “Capitalization of Interest Cost”

SFAS 57 e SFAS No. 57 “Related Party Disclosures™

SFAS 71 e, SFAS No. 71 “Accounting for Effects of Certain Types of Regulation”

SFAS BT o SFAS No. 87 “Emplovers’ Accounting for Pensions "

SEAS 106 .o SFAS No. 106 “Employers' Accounting for Postretirement Benefits Other Than Pensions”

SFAS 109 e SFAS No. 109 “Accounting for Income Taxes "’

SFAS 112 e SFAS No. 112 “Employers’ Accounting for Postemployment Benefits — an amendment of FASB
Statements No. 5 and 437

SFAS 115 e SFAS No. 115 “dccounting for Certain Investments in Debt and Equity Securities”

SFAS 123R i SFAS No. 123R

SFAS 128 ..o, SFAS No. 128 “Earnings per Share”

SFAS 131 e SFAS No. 131 “Disclosures about Segments of an Enterprise and Related Information”

SFAS 133 SFAS No. 133 “decounting for Derivative [nstruments and Hedging Activities”

SFAS 141 .o SFAS No. 141 “Business Combinations”

SFAS 142 i SFAS No. 142 “Goodwill and Other Intangible Assets”

SFAS 143 .. SFAS No. 143 “decounting for Asset Retivement Obligations ™

SFAS 144 i SFAS No. 144 “Accounting for the Impairment or Disposal of Long-Lived Assets ™

SFAS 154 s SFAS No. 154 “Accounting Changes and Error Corrections”

SFASI58 s SFAS No. 138 “Employers’ Accounting for Defined Benefit Pension and Other Postretirement

Plans—an amendment of FASE Statements No. 87, 88, 106, and 132(R)"
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PART I
ITEM 1. BUSINESS
THE COMPANY
Overview

PNMR is an investor-owned holding company of energy and energy-related businesses. PNMR’s primary
subsidiaries are PNM, TNMP, First Choice and, through May 31, 2007, Altura. PNM is an integrated public utility
with regulated operations primarily engaged in the generation, transmission and distribution of electricity,
transmission and distribution and sale of natural gas, and unregulated operations primarily focused on the sale and
marketing of electricity in the western United States. PNM began service to TNMP’s New Mexico customers
effective January 1, 2007. TNMP is a regulated utility operating in Texas and through December 31, 2006 in New
Mexico. In Texas, TNMP provides regulated transmission and distribution services. First Choice is a competitive
retail electric provider operating in Texas.

In January 2007, PNMR and ECJVcreated EnergyCo to serve expanding U.S. markets throughout the
Southwest, Texas and the West. ECJV is a wholly owned subsidiary of Cascade, which is a large PNMR
shareholder. PNMR and ECJV each have a 50 percent ownership interest in EnergyCo, a limited liability company.
On June 1, 2007, PNMR contributed its ownership of Altura, including the Twin Qaks plant, to EnergyCo at fair
value of $549.6 million, as adjusted to reflect changes in working capital. ECJV made a cash contribution to
EnergyCo equal to 50% of the fair value amount and EnergyCo distributed that cash to PNMR. In August 2007,
EnergyCo completed the acquisition of a cogeneration electric and steam generating plant and announced plans to
co-develop another electric generating unit.

On January 12, 2008, PNM entered into an agreement to sell its gas operations, which are reflected as
discontinued operations herein. Financial information regarding PNM’s gas operations is presented in Note 23.
PNMR also entered into an agreement with the purchaser of the gas operations to acquire its electric operations in
Texas, which acquisition is dependent upon the sale of the gas operations. Both transactions are subject to
regulatory approval. PNMR expects to use the net proceeds of these transactions to retire debt, fund future electric
capital expenditures and for other corporate purposes. On January 18, 2008, PNM entered into an agreement to sell
certain wholesale power, natural gas and transmission contracts. In addition, in January 2008, PNMR decided to
cease the operations of Avistar.

PNMR’s common stock trades on the New York Stock Exchange under the symbol PNM. PNMR was
incorporated in the State of New Mexico in 2000, PNM was incorporated in the State of New Mexico in 1917,
TNMP’s predecessor was organized in 1925 and TNMP is incorporated in the State of Texas.

Other Information

These filings for PNMR, PNM and TNMP include disclosures for PNMR, PNM and TNMP. For discussion
purposes, this report will use the term “Company” when discussing matters of common applicability to PNMR,
PNM and TNMP. Discussions regarding only PNMR, PNM or TNMP will be indicated as such. A reference to
“MD&A” in this report refers to Part II, [tem 7. — Management’s Discussion and Analysis of Financial Condition
and Results of Operation in this report. A reference to a “Note™ in this Part I refers to the accompanying Notes to
Consolidated Financial Statements.

Financial information relating to amounts of sales, revenue, net income and total assets of reportable
segments i3 contained in Part [, Item 7. - Management’s Discussion and Analysis of Financial Condition and
Results of Operation and Note 3.

PNMR WEBSITE
PNMR’s Internet address is http://www pnmresources.com. The contents of the website are not a part of this

Form 10-K. PNMR’s filings with the SEC, including annual reports on Form 10-K, quarterly reports on Form 10-
Q, current reports on Form 8-K and amendments to those reports, filed or furnished pursuant to Section 13(a) or
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15(d) of the Securities and Exchange Act of 1934, are accessible free of charge at http://www._pnmresources.com as
soon as reasonably practicable after they are filed with, or furnished to, the SEC. These reports are also available
upon request in print from PNMR free of charge. Additionally, PNMR's Corporate Governance Principles, code of
ethics (Do the Right Thing-Principles of Business Conduct) and charters of its Audit and Ethics Committee,
Governance and Public Policy Committee, Human Resources and Compensation Committee and Finance
Committee are available on the website at http://www.pnmresources.com/investors/governance.cfm and such
information is available in print, without charge, to any shareholder who requests it.

QOPERATIONS
PNM Electric

PNM Electric is an integrated electric utility that consists of generation, transmission and distribution of
electricity for retail electric customers in New Mexico and the sale of transmission to third parties and, through
Decetnber 31, 2006, to TNMP. PNM Electric also includes the generation and sale of electricity into the wholesale
market. This includes the sale of unused capacity of PNM’s jurisdictional assets, primarily SJIGS, PVYNGS Units 1
and 2, and Four Corners, as well as the capacity of its generating plants excluded from retail rates. PNM Electric
provides retail electric service to a large area of north central New Mexico, including the cities of Albuquerque and
Santa Fe, and certain other areas of New Mexico, which are located in Southern New Mexico. PNM Electric owns
or leases transmission lines, interconnected with other utilities in New Mexico, Texas, Arizona, Colorado and Utah,
The largest non-affiliated retail electric customer served by PNM Electric accounted for 2.3% of the PNM
Electric’s revenues for the year ended December 31, 2007.

The NMPRC has established an off-system sales methodology that provides for a sharing mechanism
whereby a certain amount of revenues from off-system sales are credited to reduce retail cost of service. Off-system
sales above the amounts credited to retail customers accrue to the benefit of shareholders.

Customer rates for retail electric service have been set by the NMPRC based on the provisions of the Global
Electric Agreement. In 2003, the NMPRC approved the Global Electric Agreement that set a rate path through
2007. PNM agreed to decrease retail electric rates by 6.5% in two phases over three years. The first phase of the
rate reductions became effective in September 2003 and the second phase became effective September 2005. In
February 2007, PNM filed a general rate case that asked the NMPRC to approve an increase in general rates, the
first such request in over 20 years. New rates are anticipated to go into effect in May 2008 ‘and would impact
approximately 432,000 customers. If electric rates are approved as requesied, electric revenues would increase
$76.9 million, an increase of 13.8% over existing revenues. The application also requested authorization to
implement a FPPAC through which changes in the cost of fuel and purchased power, above or below the costs
included in base rates, will be passed through to customers on a monthly basis. The Company is unable to predict
the outcome of the rate proceeding. See Note 17 - Electric Rate Case.

Weather-normalized retail electric load growth was 1.9% in 2007. PNM Electric’s system peak demands for
its retail customers and firm requirements customers in the summer and the winter for the last three years are shown

in the following table:

System Peak Demands

2007 2006 2005

| (Megawatts)
Summer - 1,933 1,855 1,779
Winter . 1,606 1,616 . 1,530

PNM holds long-term, non-exclusive franchise agreements for its electric retail operations, with varying
expiration dates. These franchise agreements allow PNM to access public rights-of-way for placement of PNM’s
electric facilities. Franchise agreements have expired in some areas PNM serves, including Albuquerque, Santa Fe,
and the City of Rio Rancho. PNM remains obligated under New Mexico state law to provide service to customers
in these franchise areas despite the absence of an effective franchise agreement, so there should be no direct impact

on PNM’s business. The Albuguerque and Rio Rancho metropolitan areas accounted for 27.0% and 5.0% of PNM
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Electric’s 2007 revenues and no other franchise area represents more than 5%. Although PNM does not collect or
pay franchise fees'in some areas it serves, PNM continues to collect and pay franchise fees in certain parts of its
service territory, including Albuquerque, Santa Fe, and the City of Rio Rancho.

PNM Electric owns or leases 3,162 circuit miles of electric transmission lines, interconnected with other
utilities in New Mexico, Arizona, Colorado, Texas and Utah. Due to rapid load growth in PNM Electric’s service
territory in recent years and the lack of transmission development, most of the capacity on this transmission system
is fully commitied during peak hours and there is very little or no additional access available on a firm commitment
basis. These factors result in physical constraints on the system and limit the ability to wheel power into PNM
Electric’s service area from out51de of New Mexico.

PNM Electric also includes wholesale activities that consist of the generation and sale of electricity into the
wholesale market from Luna, Lordsburg, and PNM’s share of Unit 3 at PVNGS, which are excluded from retail
rates. PNMR has recently embarked on a strategy to move away from certain wholesale activities within PNM
Electric. In January 2008, PNM announced the pending sale of certain wholesale power, natural gas and
transmission contracts as the first step of separating its wholesale activities from PNM. See Note 8. In addition, the
Luna and Lordsburg assets are required to be separated from PNM Electric by January 1, 2010, under an existing
NMPRC regulatory order. These assets could be sold, moved to a different subsidiary or included in future retail
rates if approved by regulators. Because PNM's share of Unit 3 at the PVNGS is excluded from the regulatory
separation requirement, it can remain within PNM the utility and its power can continue to be sold on the wholesale
market. PNM Electric also engages in activities to optimize its existing jurisdictional assets and long-term purchase
power agreements through spot market, hour ahead, day ahead, week ahead and other sales of any excess generation
not required to fulfill PNM Electric’s retail load and contractual commitments.

PNM Electric has entered into various firm-requirements wholesale electric sales contracts. These contracts
contain fixed capacity charges in addition to energy charges. Capacity charges are fixed monthly payments for a
commitment of resources to service the contract requirements. Energy charges are payments based on the amount
of electricity delivered to the customer intended to compensate PNM Electric for its variable costs incurred to
provide the energy. PNM Electric’s firm-requirements demand was 287 MW in 2007, and is expected, based solely
on existing contracts, to be 327 MW in 2008, 255 MW in 2009, 261 MW in 2010 and 267 MW in 2011. No firm-
requirements customer of PNM Electric accounted for more than 1.6% of the PNM Electric's revenues for the year
ended December 31, 2007.

TNMP Electric

TNMP Electric consists of the operations of TNMP. TNMP is a regulated utility operating in Texas and,
through December 31, 2006, in New Mexico.

In New Mexico, TNMP provided integrated electricity services that included the transmission, distribution,
purchase and sale of electricity to its customers in southwest and south central New Mexico as well as transmission
to third parties and to PNM through December 31, 2006, PNM Electric began serving these customers on January
1, 2007 when the TNMP New Mexico assets were transferred to PNM.

In Texas, TNMP Electric provides regulated transmission and distribution services under the provisions of
TECA. TNMP Electric serves a market of small-to-medium-sized communities. Most of the communities in
TNMP Electric’s service territory have populations of less than 50,000. In most areas that TNMP Electric serves, it
is the exclusive provider of transmission and distribution services.

TNMP Electric’s Texas territory consists of three non-contiguous areas. One portion of this territory extends
from Lewisville, which is approximately 10 miles north of the Dallas-Fort Worth International Airport, eastward to
municipalities near the Red River, and to communities north, west and south of Fort Worth. The second portion of
its territory includes the area along the Texas Gulf Coast between Houston and Galveston, and the third portion
includes areas of far west Texas between Midland and El Paso. TNMP Electric’s Texas operations lie entirely
within the ERCOT region. ERCOT is the independent system operator that is responsible for maintaining reliable
operations for the bulk electric power supply system in the ERCOT region, which is located entirely within Texas.
See Rates and Regulation below for more information about ERCOT. '
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TNMP Electric provides transmission and distribution services at regulated rates to various REPs that, in
turn, provide retail electric service within TNMP Electric’s Texas service area. As of December 31, 2007, 59 active
REPs served customers that receive transmission and distribution services from TNMP Electric. First Choice,
TNMP Electric’s affiliated REP, was TNMP FElectric’s largest customer and accounted for 39% of TNMP's
revenues for the year ended December 31, 2007. Revenues of TNMP’s next largest customer accounted for 18% of
revenues and no other customers accounted for more than 10% of revenues.

TNMP holds long-term, non-exclusive franchise agreements for its electric transmission and distribution
services, with varying expiration dates. TNMP intends to negotiate and execute new or amended franchise
agreements with municipalities as they expire. Since TNMP Electric is the exclusive provider of transmission and
distribution services in most areas that it serves, the absence of franchise agreements should not have a direct impact
on TNMP’s business. The remainder of TNMP's revenues is earned from service provided to facilities in its service
area that lie outside the territorial jurisdiction of the municipalities with which TNMP has franchisé agreements.

PNM Gas

PNM Gas distributes natural gas to most of the major communities in New Mexico, including Albugquerque
and Santa Fe, under rates that are subject to traditional rate regulation by the NMPRC. On January 12, 2008, PNM
entered into an agreement to sell PNM Gas. The proposed sale is subject to approval by the NMPRC. See Note
23.

The Albuquerque metropolitan area accounted for approximately 49% of the total gas revenues in 2007. No
single sales-service customer accounted for more than 1% of PNM Gas’ therm sales in 2007. PNM Gas holds non-
exclusive franchises with varying expiration dates. Franchise agreements have expired for the City of Rio Rancho
and several smaller municipalities, although PNM continues to collect and pay franchise fees to each of these
communities. Franchise agreements have also expired for several counties that PNM Gas serves. PNM Gas
remains obligated to serve these franchise areas pursuant to state law.

PNM Gas has a customer base that includes both sales-service custormters and transportation-service
customers. Sales-service customers purchase natural gas and receive transportation and delivery services from
PNM Gas for which PNM Gas receives both cost-of-gas and cost-of-service revenues. Cost-of-gas revenues
collected from its sales-service customers are recovered in accordance with NMPRC regulations through the PNM
Gas PGAC and represent a pass-through of the cost of natural gas to the customer. As a result, increases or
decreases in gas revenues resulting from wholesale gas price fluctuations do not impact gross margin (gross margin
is equal to operating revenues minus cost of energy sold). The NMPRC has approved an agreement tegarding the
hedging strategy of PNM Gas and the implementation of a price management fund program which includes a
continuous monthly balancing account with a carrying charge. This carrying charge has the effect of keeping PNM
Gas whole on purchases of gas since it is compensated for the time value of money that exists due to any delay in
collections from customers. Additionally, PNM Gas. makes occasional gas sales to off-system sales customers, Off-
system sales deliveries generally occur at pipeline interconnections with the PNM Gas system and profits are shared
between PNM Gas and its regulated customers on a 30%/70% basis.

PNM Gas had 26 transportation-service customers in 2007, which procure gas for their end users
independently of PNM Gas end users. Transportation-service customers are gas marketers and producers
contracting with PNM Gas for transportation services to their end users and for other related services that provide
PNM Gas with cost-of-service revenues only. Transportation services are provided to transportation-service
customers at locations throughout the PNM Gas distribution system, as well as points on and off PNM Gas
transmission pipelines. Through its transportation-service customers, PNM Gas provided gas transportation
deliveries to 2,042 end users that were not PNM Gas customers during 2007.

In 2007, 41% of the total gas throughput of PNM Gas was related to transportation gas deliveries. The
transportation rates of PNM Gas are unbundled, and transportation customers only pay for the service they receive.
In 2007, revenues from transportation customers accounted for 3% of the total gas revenues of PNM Gas.
Revenues from sales-service customers accounted for the remaining 97%. Cost of gas, on which PNM Gas makes
no margin, accounted for 73% of total sales-service revenus. Because a major portion of the PNM Gas load is
related to heating, sales levels are affected by the weather. In 2007, 64% of the total sales occurred in the months of
January, February, March and December.
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PNM Gas obtains its supply of natural gas primarily from sources within New Mexico by contracting with
third party producers and marketers. These contracts are generally sufficient to meet its peak-day demand. PNM
Gas serves certain cities that depend on El Paso Natural Gas Company or Transwestern Pipeling Company for
transportation of gas supplies. Because these cities are not directly connected to the transmission facilitics of PNM
Gas, gas transported by these companies is the sole supply source for these cities. Such gas transportation is
regulated by the FERC. :

Altura

On April 18, 2006, PNMR’s wholly owned subsidiary, Altura, purchased the Twin Oaks business, which
included a 305 MW coal-fired power plant located 150 miles south of Dallas, Texas. PNMR acquired Twin Oaks to
expand its merchant generation capacity in order to serve a growing wholesale market in the Southwest. Effective
June 1, 2007, PNMR contributed Altura, including the Twin Oaks business, to EnergyCo. See Note 22. The results
of Twin Qaks operations have been included in the Consolidated Financial Statements of PNMR from April 18,
2006 through May 31, 2007. Beginning June 1, 2007, the Twin QOaks operations are included in EnergyCo, which
is accounted for by PNMR using the equity method.

Altura assumed two power sales agreements for the Twin Oaks power generated by the Twin Oaks facility.
The first contract was for 100% of the power generated by Twin Qaks and expired in September 2007. The second
contract is for 75% of the power generated by Twin Oaks that began in October 2007 and expires December 31,
2010.

EnergyCo

EnergyCo’s strategy is focused on unregulated operations in some of the nation’s growing power markets.
EnergyCo’s anticipated business lines will consist of competitive retail energy sales, development, operation and
ownership of diverse generation assets, and wholesale marketing and trading to optimize its assets. PNMR accounts
for its 50% ownership interest in EnergyCo using the equity method of accounting because PNMR’s ownership
interest results in significant influence, but not control, over EnergyCo and its operations. PNMR records as income
its percentage share of earnings or loss of EnergyCo and carries its investment at cost, adjusted for its share of
undistributed earnings or losses. Accordingly, EnergyCo’s revenues and expenses are not included in PNMR’s
consolidated revenues and expenses. EnergyCo operates the Twin Oaks plant, which PNMR contributed to
EnergyCo on June 1, 2007 and the Altura Cogen plant, which EnergyCo acquired effective August 1, 2007.
EnergyCo is also co-developing another generating unit at Cedar Bayou. See Note 22.

First Choice

First Choice is a certified retail electric provider operating in ERCOT, which provides electricity to
residential, small and large commercial, industrial and institutional customers. First Choice’s services include
acquiring retail customers, setting up retail accounts, handling customer inquiries and complaints, and acting as a
liaison between the transmission and distribution companies and retail customers. First Choice focuses its
competitive customer acquisition efforts in the major Texas metropolitan areas that are open to electric choice
within ERCOT, including Dallas-Fort Worth, Houston, Corpus Christi, and McAllen-Harlingen. Although First
Choice is regulated in certain respects by the PUCT under ERCOT, its business is not subject to traditional rate of
return regulation,

First Choice’s load fluctuates continuously due to, among other things, customer additions and losses,
changes in customer usage, and seasonality of weather, First Choice continually monitors and revises its load
forecast to account for changing competitive customer loads. First Choice develops short-term load forecasts to
identify short-term load surpluses and shortages, and to ensure that hedges are in place to cover forecasted sales. To
the extent these short-term load forecasts identify shortages, First Choice covers shortages through short-term power
purchases or through purchases on the ERCOT balancing market.

First Choice experiences increased sales and operating revenues during the summer months as a result of
increased air conditioner usage in hot weather. In 2007, approximately 40% of First Choice’s consolidated annual

revenues were recorded in June, July, August and September.
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First Choice is exposed to market risk to the extent that its retail rates or cost of supply fluctuates with market
prices. Additionally, fluctuations in First Choice retail load requirements greater than anticipated may subject First
Choice to market risk. First Choice’s basic strategy is to minimize its exposure to fluctuations in market energy
prices by matching fixed price sales contracts with fixed price supply. First Choice also enters into proprietary
trading contracts with the sole purpose of generating gross margins through capturing market dislocations. Various
derivative instruments are utilized to achieve this. These transactions do not specifically hedge exposure or manage
price risk associated with retail load obligation. Trading positions are subject to market risk that is not mitigated by
First Choice's retail operations.

Corporate and Other

PNMR Services Company provides corporate services through shared services agreements to PNMR, to all
of PNMR's business units, including Altura, First Choice, PNM and TNMP, and to EnergyCo. These services are
charged and billed on a monthly basis to the business units. Billings are at cost, except for EnergyCo, which
includes a profit element. PNMR Services Company is included in the Corporate and Other segment.

SOURCES OF POWER
PNMR

PNMR obtains power through the generation of electricity from property owned or leased by PNM. PNMR’s
subsidiaries also obtain power purchased through various long-term PPAs and short-term market purchases. PNMR
does not obtain power from EnergyCo. ,

First Choice assumed the energy supply activities of TNMP in Texas in 2002. Constellation was the primary
supplier of power for First Choice’s customers through the end of 2006. Additionally, Constellation agreed to
supply power in certain transactions under the PSA beyond the date when that commitment expired. The
obligations of Constellation to act as a qualified scheduling entity continued until the expiration of the agreement on
December 31, 2007. The contract was extended until January 31, 2008 and First Choice then became the qualified
scheduling entity as of February [, 2008. First Choice has no long-term power supply agreements. Therefore, First
Choice is exposed to market risk if power prices increase faster or in excess of its ability to increase rates to its
customers. Since January 1, 2008, power to serve its customers has been obtained through shori-term market
purchases, with Constellation remaining the primary supplier of electricity.

PNM

As of December 31, 2007, the total net generation capacity of facilities owned or leased by PNM was 2,205
MW. See Item 2. Properties. PNM also obtains power under long-term PPAs as described below. PNM Electric’s
total generation capacity from these sources is:

Owned and leased 2,205

Long-term PPAs:
New Mexico Wind Energy 200
SPS contingent 150
Tri-State 50
Tri-State Springerville contingent 50
2,655

The above table does not reflect agreements for capacity from the Valencia Energy Facility, which is
anticipated to be 148 MW, and a biomass project, which is anticipated to be 32 MW, that would add capacity if
these projects are ultimately completed as planned. The biomass facility is expected to begin commercial operations
in late 2009 or early 2010. The commercial operation of the Valencia facility is anticipated in the summer of 2008.
See Note 16 for descriptions of these projects.
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Owned

PNM is committed to increasing the utilization of its generation capacity at S!GS, Four Corners and PVNGS.
SJIGS’ equivalent availability was 80.4% and 89.6% for the years ended December 31, 2007 and 2006. PVNGS’
equivalent availability was 77.3% and 70.0% for the years ended December 31, 2007 and 2006. Four Comers’
equivalent availability was 78.5% and 90.5% for the years ended December 31, 2007 and 2006. SJGS is operated
by PNM. Four Corners and PVNGS are operated by APS.

PNM’s Lordsburg plant was built to serve wholesale customers and other sales rather than New Mexico retail
customers. In 2004, a subsidiary of PNMR purchased a one-third interest in Luna, a 570 MW, partially constructed,
natural gas-fired power plant near Deming in southern New Mexico. In 2005, the one-third interest in Luna was
transferred to PNM. These plants are not currently included in the retail rates. However, they may be needed in the
future to serve the growing retail load. If so, the plants would have to be certified by the NMPRC and would then
be subject to inclusion in PNM Electric’s retail rates in future rate cases. Alternatively, these plants could be sold or
transferred to another subsidiary of PNMR.

In 2007, PNM Electric completed the conversion of Afton to a combined cycle plant. The NMPRC has
approved bringing Afton into retail rates, with 50% of Afion's capacity designated to serve TNMP's former New
Mexico customers, which were transferred to PNM effective January 1, 2007, and the other 50% designated to serve
PNM Electric's other regulated customers.

Leased
PNM leases portions of PVNGS. See Item 2. Properties and Note 7 for additional information.

In 1996, PNM entered into an operating lease agreement for the rights to all the output of the Delta gas-fired
generating plant for 20 years. The plant received FERC approval for "exempt wholesale generator” status. The
maximum dependable capacity under the lease is 132 MW. The gas turbine generating unit is operated by Delta and
is located on PNM’s retired Person Generating Station site in Albuquerque. Primary fuel for the gas turbine
generating unit is natural gas provided by wholesale gas purchases. In addition, the unit has the capability to utilize
low sulfur fuel oil if natural gas is neither available nor cost effective.

PNM has entered into a PPA that is considered an operating lease with Tri-State to purchase 40 MW unit
contingent energy and capacity from Pyramid Unit 4, owned and operated by Tri-State, through September 2014,
Fuel for the generating unit is provided by wholesale gas purchases made by PNM. In January 2008, PNM entered
into an agreement to sell this contract, See Note 8.

PPAs

In addition to generating its own power, PNM Electric purchases power in the open market under long-term
PPAs. PNM also purchases power in the forward, day-ahead and real-time markets.

In 2002, PNM entered into an agreement with FPL to develop a 200 MW wind generation facility in New
Mexico. PNM began receiving commercial power from the project in June 2003. FPL owns and operates the New
Mexico Wind Energy Center, which consists of 136 wind-powered turbines on a site in eastern New Mexico. PNM
has a contract to purchase all the power and RECs generated by the New Mexico Wind Energy Center for 25 years.
In 2003, PNM received approval from the NMPRC for a voluntary tariff that allows PNM retail customers to buy
wind-generated electricity for a small monthly premium. Power from the New Mexico Wind Energy Center is used
to service load under the voluntary tariff and as part of PNM’s electric supply mix for meeting retail load. Any
wind-generated electricity in excess of these amounts is sold on the wholesale power market, either within New
Mexico or outside the state. In its current electric rate case, PNM Electric has proposed to include this PPA in rates
subject to the jurisdiction of the NMPRC.

In addition, PNM has the following long-term PPAs. PNM has a contract with SPS to purchase 150 MW
interruptible power through May 2011. PNM has a contract with Tri-State to purchase 50 MW of firm power and
capacity through June 2010. PNM has a contract with Tri-State to purchase 50 MW unit contingent energy and
capacity from Springerville Unit 3, owned and operated by Tri-State, through September 2014. In January 2008, an
agreement to sell the Tri-State Springerville Unit 3 contract was signed. See Note 8.
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A summary of purchased power is as follows:

Year Ended December 31,.

2007 2006 2005
Purchased under long-term PPAs
MWh 2,370,364 2,094,510 2,476,456
Cost per MWh 47.23 47.36 50.68
Other purchased power
Total MWh 6,575,882 5,993,846 6,397,142
Cost per MWh 61.97 58.27 63.16

TNMP

TNMP purchased all electricity for its New Mexico custormers' needs and energy-scheduling services under a
wholesale power contract with PNM that ended December 2006, when the New Mexico assets of TNMP were
transferred to PNM. Since then, TNMP, which now operates solely in Texas, only provides transmission and
distribution services and does not sell power.

FUEL AND WATER SUPPLY
PNMR

The coal requirements for Twin Oaks were supplied by a long-term fuel supply agreement during the period
PNMR owned Twin Oaks. This fuel supply agreement expires when Twin Oaks accepts delivery of a specified
quantity, which is estimated to be in 2029. PNMR and Altura are not responsible under this agreement for the
decommissioning or reclamation costs of the supplying mine. Upon PNMR’s contribution of Altura to EnergyCo,
PNMR has no benefits or obligations under this fuel supply agreement.

PNM

The percentages of PNM’s generation of electricity (on the basis of KWh) fueled by coal, nuclear fuel and
gas and oil, and the average costs to PNM of those fuels per million BTU, during the past three years were as
follows:

Coal ~ Nuclear Gas and Oil
Percent of Average Percent of Average Percent of Average
Generation Cost Generation Cost Generation Cost
2007 65.1% $1.79 27.2% 30.53 1.7% $5.28
2006 70.4% $1.75 23.7% $0.54 5.9% $6.15
2005 71.3% $1.64 26.3% $0.46 2.4% $6.88

The generation mix for 2008 is expected to be 60.0% coal, 26.0% nuclear and 14.0% gas and oil. Due to
iocally available natural gas and oil supplies, the utilization of locally available coal deposits and the generally
adequate supply of nuclear fuel, PNM believes that adequate sources of fuel are available for its generating stations
into the foreseeable future. See Sources of Power - PNM - PPAs for information concerning the cost of purchased
power.

Coal

See Note 16 for information about PNM’s coal supply.
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Natural Gas

The natural gas used as fuel for the electric generating plants is procured on the open market and delivered by
PNM Gas through its transportation facilities or third party transportation providers.

Nuclear Fuel

PNM is one of several participants in PVNGS. See Note 14. The fuel cycle for PVNGS is comprised of the
following stages:

s mining and milling of uranium ore to produce uranium concentrates;
*  conversion of uranium concentrates to uranium hexafleoride;

e enrichment of uranium hexafiuoride;

* fabrication of fuel assemblies;

e utilization of fuel assemblies in reactors; and

» storage and disposal of spent nuclear fuel.

The PVNGS participants are continually identifying their future resource needs and negotiating arrangements
to filt those needs. The PVNGS participants have contracted for all of PVNGS’s requirements for uranium
concentrates and conversion services through 2008 and for approximately 50% of uranium concentrates and
conversion services in 2009. The participants have also contracted for all of PVNGS’s enrichment services through
2013 and all of PYNGS’s fuel assembly fabrication services until at least 201 5.

Water Supply
See Note 16 for information about PNM's water supply.
RATES AND REGULATION

The items below describe certain of the more significant rate and regulatory matters that are relevant (o the
Company. See Notes 16 and 17 for a discussion of additional rate and regulatory matters.

PNMR
Energy Policy Act

In August 2005, the Energy Policy Act of 2005 was enacted, effective February 2006. The FERC adopted
final rules implementing various provisions of the Energy Policy Act including rules pertaining to repeal of PUHCA
of 1935 and implementation of PUHCA of 2005, the FERC's expanded mergers and acquisitions approval authority
and prohibition of energy market manipulation. The FERC has also tssued a number of other proposed rules that
are pending, including rules pertaining to preventing undue discrimination in transmission services and electric
reliability standards, The Company will continue to monitor, and participate in, as appropriate, proceedings
involving implementation of the Energy Policy Act.

First Choice

First Choice is a member of ERCOT, the ISO responsible for maintaining reliable operations of the bulk
electric power grid in the Texas deregulated electricity market. ERCOT does not operate a centrally dispatched
pool and does not procure energy on behalf of its members other than to maintain the reliable operation of the
transmission system. ERCOT also serves as a clearinghouse for procuring ancillary services.

Members of ERCOT include independent retail electric providers, investor owned utilities, municipals,
cooperatives, independent generators, independent power marketers, and consumers. The electric market served by
ERCOT operates under the reliability standards set by the North American Electric Reliability Council. The PUCT
has primary jurisdictional authority over the electric market served by ERCOT and the reliability of electricity
across Texas’ main interconnected power grid.
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First Choice provides energy to retail customers in ERCOT. As a result of the deregulated electricity market
in Texas, there are no provisions for the specific recovery of fuel and purchased power costs by First Choice. The
rates charged to new customers acquired by First Choice are not regulated by the PUCT, but are negotiated by First
Choice with each customer. As a result, purchased power costs will affect First Choice’s operating results.

PNM
Regulation

PNM is subject to the jurisdiction of the NMPRC, with respect to its retail electric and gas rates, service,
accounting, issuance of securities, construction of major new generation, transmission, and distribution facilities and
other matters regarding retail utility services provided in New Mexico. See Note 17 for information concerning
PNM’s current electric and gas rate cases. The FERC has jurisdiction over rates and other matters related to
wholesale electric sales and cost recovery for a portion of PNM’s transmission network.

Regional Transmission [ssues

In February 2007, FERC issued Order 890 setting out a new OATT rule, which became effective in May
2007. Order 890 addressed several elements of transmission service, including: (1) requiring greater consistency
and transparency in calculating available transfer capacity for transmission; (2) requiring transparent transmission
planning and customer access to transmission plans; (3) reform of rollover rights; and (4) clanfication of various
ambiguities in transmission rights under the new OATT. Order 890 also required numerous compliance filings to
be made by transmission providers. Order 890 also attempted to clarify certain elements of transmission service
utilized for network generation resources, but still left uncertain the transmission used for such resources that pre-
dated transmission open access. PNM filed a petition for rehearing seeking clarification of this issue in regards to
one such generation resource that PNM has under contract. Numerous other entities also filed petitions for
rehearing and/or clarification. PNM’s transmission group has completed the numerous FERC compliance filings
required by Order 890. PNM will continue making the required compliance filings and will participate in FERC’s
technical conferences regarding Order 890 reliability standards. In December 2007, FERC issued its order on
rehearing and clarified and revised some aspects of its initial order and rule. FERC did not specifically rule on the
request PNM filed for clarification regarding transmission used for network generation resources. The order
reiterated its general rule on this topic, which had no impact on PNM operations.

Global Electric Agreement

In 2003, PNM signed the Global Electric Agreement, which provided for a fixed rate path, procedures for
PNM’s participation in unregulated generating plant activities and other regulatory issues. In accordance with this
rate path, PNM reduced its retail rates by 4.0% in September 2003 and by an additional 2.5% in September 2005.
The rate path was effective through December 31, 2007, at which time rates became subject to review by the
NMPRC. On February 21, 2007, PNM filed a general electric rate case requesting the NMPRC to approve an
increase, as amended, in general rates of $76.9 million, an increase of 13.8% over test period revenue, and to
reinstate a FPPAC. Electric rates will be subject to the decision by the NMRPC, which is anticipated to issue the
final order about May 7, 2008.

Operations Transferred from TNMP

In connection with obtaining the approval of the NMPRC for PNMR’s acquisition of TNP, including TNMP,
PNMR agreed to reduce rates for TNMP’s New Mexico customers, except one large industrial customer, by 1.851
cents per kWh in 2006 through 2007, by an additional 0.1 cents per kWh in 2008, and by a further 0.1 cents per
kWh in 2010. No rate increase can be requested that would go into effect prior to January 1, 2011. Effective
January 1, 2007, the New Mexico utility operations of TNMP were transferred to PNM and these provisions
regarding rates remain in effect.

Renewable Portfolio Standard

The Renewable Energy Act of 2004 was enacted to encourage the development of renewable energy in New
Mexico. The act establishes a mandatory renewable energy portfolio standard requiring a utility to acquire a
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renewable energy portfolio equal to 5% of retail electric sales by January 1, 2006 and, as amended effective July 1,
2007, increasing to 10% by 2011, 15% by 2015 and 20% by 2020. The act provides for streamlined proceedings for
approval of utilities’ renewable energy procurement plans, assures utilities recovery of costs incurred consistent
with approved procurement plans and requires the NMPRC to establish a reasonable cost threshold for the
procurement of renewable resources to prevent excessive costs being added to rates.

TNMP
Regulation

In Texas, TNMP provides regulated transmission and distribution services and is subject to the jurisdiction of
the PUCT and certain municipalities with respect to rates and service. TNMP is subject to traditional cost-of-
service regulation in Texas. TNMP’s transmission and distribution activities in Texas are not subject to FERC
regulation, because those activities occur solely within the ERCOT systemn of Texas.

Through December 31, 2006, TNMP was subject to the jurisdiction of the NMPRC and subject to traditional
cost-of service regulation within New Mexico and subject to the jurisdiction of the FERC for some of its activities
in New Mexico, including the issuance of securities and the acquisition or disposition of properties,

ENYIRONMENTAL MATTERS

Electric and gas utilities are subject to stringent laws and regulations for protection of the environment by
local, state, federal and tribal authorities. In addition, PVNGS is subject to the jurisdiction of the NRC, which has
the authority to issue permits and licenses and to regulate nuclear facilities in order to protect the health and safety
of the public from radioactive hazards and to conduct environmental reviews pursuant to the National
Environmental Policy Act. The liabilities under these laws and regulations can be material and, in some instances,
may be imposed without regard to fault, or may be imposed for past acts, whether or not such acts were lawful at the
time they occurred. See MD&A - Critical Accounting Policies for a discussion of applicable accounting policies
and — Other Issues Facing the Company - Climate Change Issues for information on greenhouse gas emissions. In
addition, see Notes 16 and 18 for information related to the following matters, incorporated in this item by
reference.

Note 16

¢ Renewable Portfolio Standard

¢  Person Station

Retired Fossil-Fueled Plant Decommissioning Costs

PVNGS Decommissioning Funding

Nuclear Spent Fuel and Waste Disposal

Environmental Matters under the caption “The Clean Air Act”
Santa Fe Generating Station

Coal Combustion Waste Disposal

Archaeological Site Disturbance

Note 18
s  Environmental Issues

COMPETITION

Through certain of its subsidiaries, PNMR is a merchant utility and a regulated energy service provider.
Regulated utilities are generally not subject to competition from other utilities in areas that are under the jurisdiction
of state regulatory commissions. In New Mexico, PNM does not have competition for services provided to its retail
electric and gas customers. Under current law, TNMP is not in any direct retail competition with any other
regulated electric utility. However, the Company is subject to customer conservation activities and initiatives to
utilize alternative energy sources. As a merchant utility, PNMR is subject to competition in the wholesale markets
and the deregulated electricity market in Texas. Additional information relating to the competitive environment in
which the Company operates in is contained in MD&A.
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The Company is subject to varying degrees of competition in certain territories adjacent to or within the
areas it serves with other utilities in its region as well as with rural electric cooperatives and municipal utilities. The
Company is involved in the generation and sale of electricity into the wholesale market. Tt is subject to competition
from regional utilities with similar opportunities to generate and sell energy at market-based prices and larger
trading entities that do not own or operate generating assets. The Texas electricity market has been open to retail
competition since 2002. The Company is exposed to competition in the unregulated Texas retail electricity market
through First Choice Power, which serves customers at competitive rates. In order to compete effectively in the
Texas retail electricity market, First Choice must be able to attract and retain customers on the basis of cost and
service, while managing the cost of its energy supply.

Since 2002, electric consumers in Texas have been encouraged to switch from their traditional retail energy
provider, such as TNMP, to a competitive retail energy provider, such as First Choice. Currently under TECA,
consumers whose chosen retail energy provider has exited the Texas market are provided electric service by a
“provider of last resort.” Rates of the provider of last resort are regulated by the PUCT and are fixed for the two-
year period that each provider of last resort serves. The current contracts for default service offered by providers of
last resort under TECA expired on December 31, 2006, On January 1, 2007 new providers of last resort were
identified and those providers as well as the rates offered will be effective until December 31, 2008. Also on
December 31, 2006, the price-to-beat rate mechanism ceased to exist. First Choice Power and other REPs, formerly
subject to price-to-beat rates, currently market retail electricity at competitive rates, which has resulted in increased
pressure on margins.

EMPLOYEES

The following table sets forth the number of employees of PNMR, PNM and TNMP and for each business
segment as of December 31, 2007:

PNMR PNM TNMP
Corporate * 725 - -
PNM Electric 1,252 1,252 -
TNMP Electric 359 - 359
PNM Gas 700 700 -
First Choice 20 - .-
Other 3 - -
Total 3,124 1,952 359

* Represents employees of PNMR Services Company.

TNMP does not have any employees that are represented by unions. The following table sets forth the
number of employees of PNMR and PNM, by business segment, who are represented by unions as of December 31,
2007:

PNMR © PNM
PNM Electric 614 614
PNM Gas 60 o0
Total 674 674

Not all of the Company’s business segments are separate legal entities. The employees disclosed in the tables
above for PNM Electric and PNM Gas are allocated, in part, in a manner consistent with the allocation of labor
costs to those segments, On January 12, 2008, PNM entered into an agreement to setl PNM Gas. See Note 23.

DISCLOSURE REGARDING FORWARD LOOKING STATEMENTS
Statements made in this filing that relate to future events or PNMR's, PNM’s or TNMP’s expectations,
projections, estimates, intentions, goals, targets and strategies, are made pursuant to the Private Securities Litigation

Reform Act of 1995, Readers are cautioned that all forward-looking statements are based upon current expectations
and estimates and PNMR, PNM and TNMP assume no obligation to update this information.
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Because actual results may differ materially from those expressed or implied by these forward-looking
statements, PNMR, PNM and TNMP caution readers not to place undue reliance on these statements. PNMR’s,
PNM’s and TNMP’s business, financial condition, cash flow and operating results are influenced by many factors,
which are often beyond their control, that can cause actual results to differ from those expressed or implied by the
forward-looking statements. These factors include:

The risk that EnergyCo is unable to identify and implement profitable acquisitions, including
development of the Cedar Bayou Generating Station, or that PNMR and ECJV will not agree to make
additional capital contributions to EnergyCo,

The potential unavaitability of cash from PNMR’s subsidiaries or EnergyCo due to regulatory, statutory
or contractual restrictions,

The outcome of any appeals of the PUCT order in the stranded cost true-up proceeding,

The ability of First Choice to attract and retain customers,

Changes in ERCOT protocols,

Changes in the cost of power acquired by First Choice,

Collections experience,

Insurance coverage available for claims made in litigation,

Fluctuations in interest rates,

Conditions affecting the Company’s ability to access the financial markets, including actions by ratings
agencies affecting the Company’s credit ratings, or EnergyCo’s access to additiona! debt financing
following the utilization of its existing credit facility,

Weather,

Water supply,

Changes in fuel costs, .

Availability of fuel supplies, _

The effectiveness of risk management and commodity risk transactions,

Seasonality and other changes in supply and demand in the market for electric power,

Variability of wholesale power prices and natural gas prices,

Volatility and liquidity in the wholesale power markets and the natural gas markets,

Changes in the competitive environment in the electric and natural gas industries,

The performance of generating units, including PVNGS, SJGS Four Corners, and EnergyCo generating
units, and transmission systems,

The ability to secure long-term power sales,

The risk that the Company and its subsidiaries and EnergyCo may have 1o commit to subsiantial capital
investrnents and additional operating costs to comply with new environmental control requirements
including possible future requirements to address concerns about global climate change,

The risks associated with completion of generation, including pollution control equipment at SJGS, and
the EnergyCo Cedar Bayou Generating Station, transmission, distribution, and other projects, including
construction delays and unanticipated cost overruns,

State and federal regulatory and legislative decisions and actions, including PNM’s pending electric rate
case,

The outcome of legal proceedings, including PNM’s pending gas rate case appeal,

Changes in applicable accounting principles,

The performance of state, regional, and national economies, and

The risk that the closings of the pending sales of the PNM natural gas utility and certain wholesale
electricity, natural gas and transmission contracts, and the pending purchase of certain Continental
subsidiaries may not occur due to regulatory or other reasons.

See ltem 7A. Quantitative and Qualitative Disclosure About Market Risk for information about the risks
assoctated with the use of derivative financial instruments,

SECURITIES ACT DISCLAIMER

Certain securities, including commercial paper described in this report, have not been registered under the
Securities Act of 1933, as amended, or any state’ securities laws and may not be reoffered or sold in the United
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States absent registration or an applicable exemption from the registration requirements of the Securities Act of
1933 and applicable state securities laws. This Form 10-K does not constitute an offer to sell or the solicitation of
an offer to buy any securities.

ITEM 1A. RISK FACTORS

The business and financial results of PNMR, PNM and TNMP are subject to a number of risks and
uncertainties, including those set forth below and in MD&A, Note 16 and Note 17. EnergyCo, which is 50% owned
by PNMR, is subject to many of the same risks and uncertainties.

PNM's retail electric rate reduction, retail electric rate freeze, and the New Mexico settlement relating to the
TNP acquisition, could continue to adversely affect PNM’s profit margin.

Pursuant to an electric retail rate freeze stipulation, PNM decreased its retail electric rates by 4% effective
September 1, 2003 and an additional 2.5% effective September 1, 2005. These reduced retail electric rates will
remain in effect through approximately May 7, 2008, The TNP acquisition required the integration of TNMP’s
New Mexico assets into PNM effective January 1, 2007 and required that separate rates for PNM’s electric
customers in southern New Mexico be frozen and maintained, at a minimum, through 2010. PNM's costs, however,
are not frozen.

PNM does not have the benefit of a FPPAC for its retail electric operations that would allow it to recover
increased fuel and purchased power costs from customers. Therefore, unlike most regulated utility companies,
PNM is exposed to changes in fuel and power prices to the extent fuel for its electric generating facilities and power
must be purchased on the open market in order for it to serve its retail electric customers.

The outcome of PNM’s electric rate case will have a significant impact on PNMR’s and PNM’s future
financial condition and results of operations.

Critical to PNMR’s success for the foreseeable future is the financial health of PNM, PNMR’s largest
subsidiary, PNM has filed an electric rate case with the NMPRC, requesting new rates designed to increase
operating revenues approximately $76.9 million on an annual basis. [n addition, PNM has asked for reinstatement
of its FPPAC, which it voluntarily relinquished in 1994 under dramatically ditferent circumstances. A favorable
outcome in PNM’s rate case is critical to PNM’s financial health.

Hearings were concluded in December of 2007 and briefs of the parties were filed in January of 2008. The
NMPRC staff and intervenors have opposed PNM's request for a fuel clause despite the fact that all other utilities in
New Mexico have one and it is standard practice throughout the utility industry, The NMPRC staff recommended
an annual $18.3 million rate increase, which was the largest increase recommended by any party other than PNM.
The AG recommended an annual $2.8 million rate decrease. The recommended decision of the hearing examiner is
due February 28, 2008, with a final decision from the NMPRC due May 7, 2008.

The Company cannot predict the ultimate outcome of this case. See Note 17 for additional information
relating to this rate filing.

A significant reduction in the credit ratings of PNMR or its operating subsidiaries could materially and
adversely affect their business, financial position, results of operations and liquidity

PNMR, PNM and TNMP cannot be sure that any of their current ratings will remain in effect for any given
period of time or that a rating will not be lowered or withdrawn entirely by a rating agency. Any downgrade:

e could increase borrowing costs, which would diminish financial results,

s could require payment of a higher interest rate in future financings and the potential pool of investors
and funding sources could decrease,

e could also require the provision of additional support in the form of letiers of credit or cash or other
collateral 10 various counterparties, and

e could limit access to or increase the cost of access to the commercial paper and other credit markets.
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On January 20, 2006, S&P revised PNMR’s outlock from stable to negative and downgraded the commercial
paper of PNMR and PNM from A-2 to A-3, citing concerns about reduced plant availability at PVNGS, the higher
cost of replacement power due to high natural gas prices and the lack of a FPPAC that would permit PNM to pass
these costs to customers. In April 2007, Moody’s changed the credit outlook of PNMR, PNM and TNMP to
negative from stable. In December 2007, S&P downgraded the ratings of the long-term securities of PNMR to
‘BB+' from '‘BBB-‘ and of PNM and TNMP to ‘BBB-’ from '‘BBB’, maintained the rating on short-term securities,
and changed the outlook to stable from negative. In January 2008, Moody’s placed PNMR, PNM and TNMP on
review for possible downgrade. Moody’s currently rates the long-term securities of PNMR and TNMP as Baa3 and
of PNM as Baa2. The ratings action by S&P has increased short-term borrowing costs for PNMR and PNM and
could increase long-term borrowing costs for PNMR and PNM. The rating agencies have expressed concern about
the outcome of PNM’s pending electric rate case and the lack of a FPPAC in the face of rising commodity costs as
part of PNM’s challenging regulatory environment. '

The ratings from rating agencies reflect only the views of such rating agencies and are not recommendations
to buy, to sell or to hold securities. Each rating should be evaluated independently of any other rating. Any
downgrade or withdrawal of the current ratings of PNMR, PNM or TNMP may have an adverse effect on the
market price of their outstanding debt, may limit their ability to raise capital in the financial markets, and may
increase the cost of such capital.

The inability to raise capital could limit PNMR’s ability to finance its capital requirements and execute its
growth strategy , which could adversely affect PNMR’s business, financial position, results of operations and
liquidity.

PNMR and its operating subsidiaries rely on access to both short-term money markets and longer-term
capital markets as a source of liquidity for any capital requirements not satisfied by the cash flow from operations,
which could include capital requirements for energy infrastructure investments and funding new projects. If PNMR,
its operating subsidiaries, or EnergyCo are not able to access capital at competitive rates, or at all, PNMR’s ability
to finance capital requirements, if needed, and its ability to implement its growth strategy will be limited. Market
disruptions (as well as any downgrade of PNMR’s or its operating subsidiaries’ credit rating) may increase the cost
of borrowing or adversely affect the ability to raise capital through the issuance of securities or other borrowing
arrangements, which could have a material adverse effect on business, financial position, results of operations and
liquidity. These disruptions could include: .

an economic downturn,

changes in capital market conditions generally,

the bankruptey of an unrelated energy company,

increased market prices for electricity and gas,

terrorist attacks or threatened attacks on facilities of PNMR’s operating subsidiaries or those of
unrelated energy companies, and

s deterioration in the overall health of the utility industry.

* & & =

PNMR and PNM cannot make any assurances that the proposed sale of PNM's natural gas operations or
purchase of CRHC’s electric distribution and transmission business in Texas will be consummated, and
failure to complete the transactions would result in the incurrence of costs, the amounts of which could
adversely impact PNMR’s and PNM’s future business and financial results,

On January 15, 2008, PNMR announced that PNM had entered into an agreement with Continenta! and
NMGC, a subsidiary of Continental, for the sale of PNM’s natural gas operations to NMGC for $620 million in
cash, subject to certain adjustments. In a separate transaction that is conditioned upon the closing of the
transactions contemplated by the above agreement, PNMR entered into an agreement with Continental and CRHC, a
subsidiary of Continental, to acquire 100% ownership of CRHC and its subsidiaries, including Cap Rock Energy,
which operate an electric distribution and transmission business serving approximately 36,000 customers in 28
counties in north, west and central Texas, for $202.5 million in cash, subject to adjustment for the changes in certain
components of working capital, and subject to the condition that the outstanding indebtedness of CRHC and its
subsidiaries is eliminated at or prior to closing.
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Consummation of the PNM natural gas operations sale and CRHC electric assets acquisition is not subject to
a financing condition, but is subject to various other conditions, including receiving approval from the NMPRC (for
the sale of the natural gas operations), PUCT (for the purchase of the electric distribution and transmission
business), FERC, and expiration or termination of applicable waiting periods under the Hart-Scott-Rodino Antitrust
Improvements Act of 1976 and satisfaction of other closing conditions. There is no assurance that all of the various
conditions will be satisfied.

If the proposed transacttons are not completed for any reason, PNM will not receive the $620 million selling
price for the natural gas operations and will not be able to utilize the after-tax proceeds from the sale. In addition,
PNMR and PNM will be subject to numerous expenses, including the following: '

e being required, under certain circumstances, to pay a termination fee of $25 million in connection with the
gas operations sale and $8.1 million in connection with the electric business acquisition;

e having incurred certain costs relating to the proposed transactions that are payable whelher or not the
transactions are completed, including legal and accounting fees; and

¢ having had management focused on completing the proposed transactions, instead of on pursuing another
business strategy, including acquisition or investment opportunities that could have been beneficial to
PNMR and PNM.

If the proposed transactions are not completed, as a result of these and other factors, PNMR’s and PNM’s
business, financial results and financial condition could be adversely affected.

The profit margin for PNM’s natural gas distribution business could be adversely affected if PNM does not
obtain adequate rate relief, including in PNM’s pending gas rate case appeal.

On May 30, 2006, PNM filed a general gas rate case that asked the NMPRC to approve an increase in the
service fees charged to its 481,000 natural gas customers. The proposal would increase the set monthly fee, the
charge tied to monthly usage, and miscellaneous on-demand service fees. Those fees are separate from the cost of
gas charged to customers. The monthly cost of gas charge would not be affected by the fec increase. The petition
requested an increase in base gas service rates of $22.6 million and an increase in miscellaneous on-demand service
rates of $0.2 million. The request was designed to provide PNM’s gas utility an opportunity to earn an | 1% return
on equity, which is consistent with the average return allowed ten comparable natural gas utilities. The petition also
requested approval of a line item that provides a true-up mechanism for operational costs when system-wide gas
consumption is fower or higher than what is designed in the rates, On June 29, 2007 the NMPRC unanimously
approved an increase in annual revenues of approximately §9 million for PNM. The NMPRC based the new rates
on a revenue requirement needed to earn a 9.53% return on equity. The NMPRC did not approve PNM's request
for the true-up mechanism for operational costs based on system-wide gas consumption. PNM and the AG have
filed appeals with the New Mexico Supreme Court. The AG’s appeal seeks reversal of the NMPRC decision on one
issue — weather normalization. PNM’s appeal seeks reversal of the NMPRC determination of the required return on
equity and on four cost-of-service accounting issues. [f PNM’s appeal is successful in all respects and the AG’s
appeal is unsuccessful, PNM’s authorized annual revenue would increase by about $10 million. If PNM’s appeal is
unsuccessful in all respects and the AG's appeal is upheld, PNM’s annual revenues would decrease by $6.8 million.
Initial briefs were fited November 20, 2007. Answer briefs are due February 29, 2008.

While PNM has entered into an agreement with Continental and NMGC for the sale of PNM's natural gas
operations to NMGC, consummation of the sale is subject to various conditions, including receiving approval from
the NMPRC, and PNM will continue to operate PNM Gas at least until the fourth quarter of 2008 when the sale is
expected to close. In addition, a number of issues on appeal could have impacts on the outcome of the current
electric rate case proceedings. PNMR and PNM are not able to predict the outcome or timing of rate treatment
PNM will receive as a result of the appeal or in future rate cases should the sale of PNM Gas not close.

PNMR may fail to successfully achieve the anticipated benefits from current or future business development
initiatives, joint ventures and acquisitions, including the proposed CRHC electric assets acquisition and
EnergyCo.




As part of PNMR’s growth strategy, PNMR is pursuing, and intends to continue to pursue, a disciplined
business development and acquisition strategy, including CRHC. While PNMR expects to identify anticipated
benefits, potential synergies, cost savings, and growth opportunities prior to entering into business initiatives and
prior to the acquisition and integration of acquired companies or assets, PNMR may not be able to achieve these
anticipated benefits due to, among other things:

delays or difficulties in completing the integration of acquired companies or assets,

higher than expected costs or a need to allocate resources to manage unexpected operating difficulties,

diversion of the attention and resources of its management,

reliance on inaccurate assumptions in evaluating the expected benefits of a given business initiative, joint

venture or acquisition,

¢ inability to retain key employees or key customers of bus:ness initiatives, joint ventures or acquired
companies,

o assumption of liabilities unrecognized in the due diligence process, and

¢ actual results may differ materially from the anticipated benefits from current or future business

development initiatives, joint ventures and acquisitions.

In addition, PNMR intends to capitalize on the growth opportunities in the Southwest, Texas and the West
through its participation and ownership in EnergyCo. In particular, it is anticipated that EnergyCo will focus on
three anticipated business lines:

* competitive retail electricity sales;
» development, operation and ownership of diverse generation assets; and
+ wholesale marketing and trading to optimize its assets.

There are a number of conditions that must be satisfied in order for EnergyCo to operate successfully. The
parties must agree on the cash and/or assets to be contributed. EnergyCo must have adequate financing to undertake
acquisitions and must also receive certain financing commitments with respect to its proposed ongoing operations.
Certain regulatory approvals may be required in connection with the contributions of the members and acquisitions.
Although EnergyCo has been established and has made certain acquisitions, there is no assurance that EnergyCo
will be able to identify and implement profitable acquisitions in the future. There can be no assurance that these
conditions will be satisfied, and PNMR may not realize the benefits it anticipates from the operation of EnergyCo.

The financial performance of PNMR, PNM and TNMP may be adversely affected if their power plants and
transmission and distribution system are not successfully operated. Further, the financial performance of
PNMR may be adversely affected if EnergyCo’s power plants are not successfully operated.

The financial performance of PNMR, PNM and TNMP, as well as that of EnergyCo, depends on the
successful operation of their generation, transmission and distribution assets. Unscheduled or longer than expected
maintenance outages, other performance problems with the electric generation assets, severe weather conditions,
accidents and other catastrophic events, disruptions in the delivery of fuel and other factors could reduce excess
generation capacity and therefore limit PNM’s ability to sell excess power from its jurisdictional and wholesale
assets. Diminished generation capacity could also result in PNM’s aggregate net open forward electric sales
position, including its retail load requirements, being larger than forecasted generation capacity. If this were to
occur, purchases of electricity in the wholesale market by PNM would be required under contracts priced at the time
of execution or, if in the spot market, at the then-current market price. There can be no assurance that sufficient
electricity would be available at reasonable prices, or at all, if such a situation were 1o occur. Failures of
transmission or distribution facilities may also cause interruptions in the services that PNM and TNMP provide.
These potential generation, distribution and transmission problems, and any potentlally related service interruptions,
could result in lost revenues and additional costs,

The financial petformance of PNMR and PNM may be adversely affected if PVINGS cannot be operated at a
satisfactory level or if the NRC imposes restrictions on operation of the plant or any of the three units at PVNGS.
Additional information relating to the performance of PYNGS is contained in MD&A. See Sources of Power abhove.

Demand for power could exceed supply capacity, resulting in increased costs for purchasing capacity in the
open market or building additional generation capabilities.
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Through its operating subsidiaries, PNMR is currently obligated to supply power to retail customers and
wholesale customers. At peak times, the demand for power required to meet this obligation could exceed PNMR’s
available generation capacity. Market or competitive forces may require that PNMR’s operating subsidiaries
purchase capacity on the open market or build additional generation capabilitics. Because regulators or market
conditions may not permit the operating subsidiaries to pass all of these purchase or construction costs on to their
customers, the operating subsidiaries may not be able to recover any of these costs or may have exposure to
regulatory lag associated with the time between the incurrence of costs of purchased or constructed capacity and the
recovery in customers’ rates. These situations could have negative impacts on net income and cash flows for PNMR
and the affected operating subsidiary.

PNMR and its operating subsidiaries may not be able to mitigate fuel and wholesale electricity pricing risks,
which could result in unanticipated liabilities or increased volatility in earnings.

The business and operations of PNMR and its operating subsidiaries are subject to changes in purchased
power prices and fuel costs that may cause increases in the amounts that must be paid for power supplies on the
wholesale market and the cost of producing power in owned generation plants. Prices for electricity, fuel and
natural gas may fluctuate substantially over relatively short periods of time and expose PNMR and its operating
subsidiaries to significant commodity price risks.

Among the factors that could affect market prices for electricity and fuel are:

o prevailing market prices for coal, oil, natural gas, nuclear fuel and other fuels used in the generation
plants of PNMR and its operating subsidiaries, including associated transportation costs, and supplies
of such commodities,

e prevailing market conditions in the general wholesale electricity market,

s liquidity in the commodity markets,

e the rate of growth in electricity as a result of population changes, regional economic conditions and the
implementation of conservation programs,

s weather conditions impacting demand for electricity or availability of hydroelectric power or fuel
supplies,

o changes in the regulatory framework for the commodities markets that PNMR and its operating
subsidiaries rely on for purchased power and fuel,

¢ the actions of external parties, such as FERC or independent system operators, that may impose price
Jimitations and other mechanisms to address some of the volatility in the United States’ western energy
markets, '

e changes in federal and state energy and environmental laws and regulations,

« union and labor relations, and

o natural disasters, wars, embargoes and other catastrophic events.

PNMR and its operating subsidiaries rely on derivatives such as forward contracts, futures contracts, options
and swaps to manage these risks. They attempt to manage their exposure from these activities through enforcement
of established risk limits and risk management procedures. PNMR and its operating subsidiaries cannot be certain
that these strategies will be successful in managing pricing risk, or that they will not result in net liabilities as a
result of future volatility in these markets. To the extent electric capacity generated by wholesale plants is not under
contract to be sold, the business, results of operations and financial position of PNMR and its operating subsidiaries
will generally be subject to the volatility of wholesale electricity prices. To the extent these strategies are not
successful, they could have a material adverse effect on business, financial position, results of operations and
liquidity.

Costs of environmental compliance, liabilities and litigatien could exceed estimates by PNMR and its
operating subsidiaries and EnergyCo, which could adversely affect their business, financial position, results
of operations and liquidity. In addition, while there is uncertainty about the timing and form of anticipated
climate change regulation, the regulation of greenhouse gas emissions is expected to have a material impact
on operations.
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Compliance with federal, state and local environmental laws and regulations may result in increased capital,
operating and other costs, including remediation and containment expenses and monitoring obligations, PNMR,
PNM, TNMP and EnergyCo cannot predict how they would be affected if existing environmental laws and
regulations were revised, or if new environmental laws and regulations seeking to protect the environment were
adopted. In addition, while there continues to be significant debate regarding the existence and extent of the
emission of so-called greenhouse gases (particularly CO2) from fossil-fired generation facilities, PNMR and its
operating subsidiaries believe that future governmental regulations applicable to their operations will limit
emissions of greenhouse gases. A number of bills have been introduced in the U.S. Congress, and under a number
of the bills, it is likely that the incurrence of substantial costs would be required in order to comply, assuming that
technology is available. Material changes in existing environmental laws and regulations, as well as new
environmental laws and regulations, including the expected regulation of greenhouse gas emissions, will increase
financing requirements or otherwise adversely affect the business, financial position, results of operations and
liquidity of PNMR, its operating subsidiaries and EnergyCo, unless increased environmental costs are recovered in
customer rates or otherwise. Revised or additional environmental laws and regulations could also result in
additional operating restrictions on facilities and increased compliance costs that may not be fully recoverable in
rates or otherwise, thereby reducing net income.

In addition, PNM or TNMP may be designated as a responsible party for environmental clean up at a site
identified by a regulatory body. PNMR, PNM and TNMP cannot predict with certainty the amount and timing of
all finure expenditures related to environmental matters because of the difficulty of estimating clean-up and
compliance costs, and the possibility that changes will be made to the current environmental laws and regulations,
There is also uncertainty in quantifying liabilities under environmental laws that impose joint and several liability
on all potentially responsible parties. Failure to comply with environmental laws and regulations, even if caused by
factors beyond PNM’s or TNMP’s control, may result in the assessment of civil or criminal penalties and fines.

PNMR may be unable to meet its ongoing and future financial obligations and to pay dividends on its
common stock if its subsidiaries are unable to repay funds to PNMR or if PNMR’s subsidiaries or EnergyCo
are unable to pay upstream dividends or distributions to PNMR.

PNMR is a holding company and, as such, PNMR has no operations of its own. PNMR’s ability to meet its
financial obligations and to pay dividends on its common stock at the current rate is primarily dependent on the net
income and cash flows of its subsidiaries and EnergyCo and their ability to pay upstream dividends or distributions
or, in the case of PNMR’s subsidiaries, to repay funds to PNMR. Prior to providing funds to PNMR, PNMR’s
subsidiaries and EnergyCo have financial obligations that must be satisfied, including among others, debt service
and, in the case of PNM, preferred stock dividends.

The NMPRC has placed certain restrictions on the ability of PNM to pay dividends to PNMR, including the
restriction that PNM cannot pay dividends that cause its debt rating to fall below investment grade.

The NMPRC has also restricted PNM from paying dividends.in any vear, as determined on a rolling four
quarter basis, in excess of net earnings without prior NMPRC approval. PNM can pay dividends from earnings to
PNMR as well as equity contributions made by PNMR. Additionally, PNM has various financial covenants that
limit the transfer of assets, through dividends or other means. '

In addition, the ability of PNMR 10 declare dividends is dependent upon the extent to which cash flows will
support dividends, the availability of retained earnings, the financial circumstances and performance, the NMPRC’s
and PUCT’s decisions in various regulatory cases currently pending and which may be docketed in the future, the
effect of federal regulatory decisions, Congressional and legislative acts and economic conditions in the United
States. Conditions impesed by the NMPRC or PUCT, future growth plans and the related capital requirements and
business considerations may also affect PNMR’s ability to pay dividends.

PNMR, PNM and TNMP are subject to complex government regulation, which may have a negative impact
on their business, financial position and resuits of operations

PNMR, PNM and TNMP are subject to comprehensive regulation by severai federal, state and local
regulatory agencies, which significantly influences their operating environment and may affect their ability to
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recover costs from utility customers. In particular, the NMPRC, PUCT, FERC, NRC, EPA, ERCOT, NMED and
TCEQ regulate many aspects of their utility operations, including siting and construction of facilities, conditions of
service, the issuance of securities, and the rates that the regulated entities can charge customers. PNMR, PNM and
TNMP are required to have numerous permits, approvals and certificates from these agencies to operate their
business. The rates that PNM and TNMP are allowed to charge for their retail services significantly influence
PNMR’s and those subsidiaries’ business, financial position, results of operations and liquidity. Due to continuing
federal regulatory reforms, the public utility industry continues to undergo change. Although EnergyCo’s
operations are generally not subject to regulation by the utility regulatory agencies, its operations are subject to
regulation by other regulators such as environmental authorities.

The NRC has broad authority under federal law to impose licensing and safety-related requirements for the
operation of nuclear generation facilities. In the event of noncompliance, the NRC has the authority to impose
monetary civil penalties or a progressively increased inspection regime that could ultimately result in the shut down
of a unit, or both, depending upon the NRC’s assessment of the severity of the situation, until compliance is
achieved. In early 2007, the NRC placed PVNGS Unit 3 in the “multiple/repetitive degraded comerstone” column
of the NRC’s Action Mairix (“Column 4°), which has resulted in an enhanced NRC inspection regime; including
on-site in-depth inspections of PVNGS equipment and operations. Although only PVYNGS Unit 3 is in NRC’s
Column 4, in order to adequately assess the need for improvements, APS management has been conducting site-
wide assessments of equipment and operations. APS continues to cooperate fully with the NRC throughout this
process. The enhanced NRC inspection regime and APS’ ongoing commitment to the conservatively safe operation
of PVNGS could result in NRC action or an APS decision to shut down one or more units in the event of
noncompliance with operating requirements or in light of other operating considerations.

The Energy Policy Act of 2005 covers many areas, including the items set forth in Note 17 and elsewhere in
this report. liplementation of various portions of the law requires the issuance of rules by FERC. FERC has
adopted final rules implementing various provisions of the Energy Policy Act including rules pertaining to repeal of
the PUMCA of 1935, FERC’s expanded mergers and acquisitions approval authority and prohibition of energy
market manipulation. FERC has also issued a number of other proposed rules that are pending, including rules
pertaining to preventing undue discrimination in transmission services and electric reliability standards. PNMR will
continue to monitor, and participate in as appropriate, the FERC and other proceedings involving implementation of
the Energy Policy Act, in order to assess the implications of the new law and rules on its operations.

PNMR and its subsidiaries are unable to predict the impact on their business and operating results from the
future regulatory activities of any agency that regulates them or from the implementation of the Energy Policy Act.
Changes in regulations or the imposition of additional regulations may require PNMR and its regulated subsidiaries
to incur additional expenses or change business operations, and therefore may have an adverse impact on PNMR’s
and those subsidiaries’ results of operations.

The operating results of PNMR and its operating subsidiaries and EnergyCo are affected by weather
conditions and regional drought and may fluctuate on a seasonal and quarterly basis.

Electric power generation and natural gas distribution are generally seasonal businesses. Demand for power
from PNMR’s and EnergyCo’s electric operations peaks during the hot summer months, while demand for natural
gas peaks during the winter. As a result, the operating results of PNMR and its operating subsidiaries and EnergyCo
may fluctuate substantially on a seasonal basis. In addition, PNMR and its operating subsidiaries have historically
sold less power, and consequently earned less income, when weather conditions are milder. Temperature extremes
inside an operating subsidiary’s service territory may reduce the amount of power available to sell on the wholesale
market. Unusually mild weather in the future could reduce the revenues, net earnings, available cash and borrowing
ability of PNMR and its operating subsidiaries.

Drought conditions in New Mexico generally, and especially in the “four corners” region, in which SJIGS and
the Four Corners plant are located, may affect the water supply for PNM’s generating plants. If adequate
precipitation is not received in the watershed that supplies that region, PNM may have to decrease generation at
these plants, which would require the purchase of power to serve PNM’s customers and/or reduce PNM’s ability to
sell excess power on the wholesale market and reduce its revenues. Drought conditions or actions taken by
regulators or legislators could limit PNM’s supply of water, and PNM’s and PNMR’s business may be adversely
impacted. Although PNM has been able to maintain adequate access to water through supplemental contracts and
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voluntary shortage sharing agreements with tribes and other water users in the “four corners” region, PNM cannot
be certain that it will be able to do so in the future.

The ability of First Choice to attract and retain customers and its ability to mitigate the fluctuation in costs of
energy supply could have a significant adverse effect on PNMR’s business, financial position, results of
operatiens and liquidity.

PNMR is exposed to competition in the unregulated Texas retail electricity market through First Choice,
which serves customers at competitive rates. In order to compete effectively in the Texas retail electricity market,
First Choice must be able to attract and retain customers on the basis of cost and service, while managing the cost of
its energy supply. The ability of First Choice to compete successfully in the Texas market could have a significant
effect on PNMR’s business, financial position, results of operations and liquidity.

-
There are inherent risks in the operation of nuclear facilities, such as envirenmental, health and financial
risks and the risk of a terrorist attack,

PNM has a 10.2% undivided interest in PVNGS, with portions of its interests in Units 1 and 2 held under
leases. PVINGS is subject to environmental, health and financial risks such as the ability to dispose of spent nuclear
fuel, the ability to maintain adequate reserves for decommissioning, potential liabilities arising out of the operation
of these facilities and the costs of securing the facilities against possible terrorist attacks and unscheduled outages
due to equipment and other problems. PNM maintains nuclear decommissioning trust funds and external insurance
coverage to minimize its financial exposure to some of these risks; however, it is possible that damages could
exceed the amount of insurance coverage. See Note 16. Although the decommissioning trust funds are designed to
provide adequate funds for decomnmissioning at the end of the expected life of the PVNGS units, there is the risk of
insufficient decommissioning trust funds in the event of early decommissioning of the units.

The NRC has broad authority under federal law to impose licensing and safety-related requirements for the
operation of nuclear generation facilities. In the event of noncompliance, the NRC has the authority to impose
monetary civil penalties or a progressively increased inspection regime, which could ultimately result in the shut
down of a unit, or both, depending upon its assessment of the severity of the situation, until compliance is achieved.
The enhanced NRC inspection regime currently in effect at PVNGS and the related operational and regulatory
implications are discussed above. In addition, although the PVNGS participants have no reason to anticipate a
serious nuclear incident at PVNGS, if an incident did occur, it could materially and adversely affect the results of
operations and financial condition of PNM and PNMR. A major incident at a nuclear facility anywhere in the world
could cause the NRC to limit or prohibit the operation or licensing of any domestic nuclear unit,

The operation of PVNGS requires licenses that need to be periodically renewed and/or extended. The
PVNGS participants do not anticipate any problems renewing these licenses. However, as a result of potential
terrorist threats and increased public scrutiny of utilities, the licensing process could result in increased licensing or
compliance costs that are difficult or impossible to predict.

The operations of PNMR and its operating subsidiaries and EnergyCo are subject to risks beyond their
control that may reduce their revenues.

The revenues of PNMR and its operating subsidiaries and EnergyCo are affected by the demand for
electricity and natural gas. That demand can vary greatly based upon:

s weather conditions, including hurricanes, seasonality and temperature extremes as described below,

» fluctuations in economic activity and growth in PNMR’s service area and the western region of the
United States,

* the extent of additional energy available from current or new competitors, and

e the ability of First Choice to attract and retain customers.

Impairments of tangible and intangible long-lived assets of PNMR, PNM and TNMP could adversely affect
their business, financial position, liquidity and results of operations.




PNMR, PNM and TNMP evaluate their tangible and intangible long-lived assets, including goodwill and
amortizable intangible assets, for impairment periodicalty or whenever indicators of impairment exist, pursuant to
SFAS 142 and SFAS 144, These polential impairment triggers could include changing customer purchase
commitments and market share; fluctuating market prices resulting from weather patterns; changing fuel costs;
increased environmental regulation; industry deregulation and other economic and market conditions and trends.
Significant impairments could adversely affect their business, financial position, liquidity and results of operations.

PNM's PVNGS leases describe certain events, including “Events of Loss” and “Deemed Loss Events”, the
occurrence of which could require PNM to pay the lessors and the equity investors, in return for the
investors' interest in PVNGS, cash in the amount provided in the leases and assume debt obligations relating
to the PYNGS leases. .

The “Events of Loss” generally relate to casualties, accidents and other events at PVNGS, including the
occurrence of specified nuclear events, which would severely, adversely affect the ability of the operating agent,
APS, 1o operate, and the ability of PNM to earn a return on its interests in, PVNGS. The “Deemed Loss Events”
consist mostly of legal and regulatory changes (such as issuance by the NRC of specified violation orders, changes
in law making the sale and leaseback transactions illegal, or changes in law making the lessors liable for nuclear
decommissioning obligations). PNM believes that the probability of such “Events of Loss” or “Deemed Loss
Events” occurring is remote for the following reasons: (1) to a large extent, prevention of “Events of Loss” and
some “Deemed Loss Events” is within the control of the PVNGS participants, including PNM, and the PVNGS
operating agent, through the general PVNGS operational and safety oversight process and (2) with respect to other
“Deemed Loss Events,” which would involve a significant change in current law and policy, PNM is unaware of
any pending proposals or proposals being considered for introduction in Congress, or in any state legislative or
regulatory body that, if adopted, would cause any of those events.

Provisions of PNMR’s organizational documents, as well as several other statutory and regulatory factors,
will limit another party’s ability to acquire PNMR and could deprive PNMR’s shareholders of the
opportunity to gain a takeover premium for shares of PNMR’s common stock.

PNMR’s restated articles of incorporation and by-laws include a number of provisions that may have the
effect of discouraging persons from acquiring large blocks of PNMR’s common stock or delaying or preventing a
change in control of PNMR. The material provisions that may have such an effect include:

¢ authorization for the Board to issue PNMR’s preferred stock in series and to fix rights and preferences
of the series (including, among other things, whether, and to what extent, the shares of any series will
have voting rights, subject to certain limitations, and the extent of the preferences of the shares of any
series with respect to dividends and other matters),

o advance notice procedures with respect to any proposal other than those adopted or recommended by
PNMR’s Board, and

¢ provisions specifying that only a majority of the Board, the chairman of the Board, the president or
holders of not less than one-tenth of all of PNMR's shares entitled to vote may call a special meeting
of stockholders.

Under the New Mexico Public Utility Act, NMPRC approval is required for certain transactions that may
result in PNMR’s change in control or exercise of control. Certain acquisitions of PNMR’s outstanding voting

securities would also requite FERC approval under the FERC's authority resulting from the Energy Policy Act of
2005 and the repeal of the PUHCA of 2005. See Note 17.

ITEM 1B. UNRESOLVED STAFF COMMENTS

None.
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ITEM 2. PROPERTIES
PNMR

The significant properties owned by PNMR include those owned by PNM, TNMP and Altura and are
disclosed below. A subsidiary of PNMR owns 2.3% of PVNGS Unit 2 that is leased to PNM.

PNM
Electric

PNM’s owned and leased capacity in electric generating stations in commercial service as of December 31,
2007 is: .

Total Net
Generation

Capacity
Type Name Location (MW)
Coal SIGS (a) Waterflow, New Mexico 765
Coal Four Corners (b) Fruitland, New Mexico 195
Gas/Oil Reeves Station Albuquerque, New Mexico 154
Gas/Oil Las Vegas (¢) Las Vegas, New Mexico 20
Gas/Qil Afton (d) La Mesa, New Mexico 235
Gas Lordsburg (&) Lordsburg, New Mexico 72
Nuclear PVNGS (f) Wintersburg, Arizona 402
Gas Delta {g) Albuquerque, New Mexico 132
Gas (CC) Luna (h) Deming, New Mexico 190
Gas Tri-State Pyramid Unit 4 (i) Lordsburg, New Mexico 40
2,205

(a) SJGS Units 1, 2 and 3 are 50% owned by PNM; SJGS Unit 4 is 38.5% owned by PNM,

(b) Four Corners Units 4 and 5 are 13% owned by PNM. Units 4 and 5 at Four Corners are jointly
owned with SCE, APS, Salt River Project, Tucson and EPE and are operated by APS. PNM has
no ewnership interest in Four Corners Units 1, 2 or 3.

{c} Subject to NMPRC approval, PNM plans to close the Las Vegas Generating Station in 2011.

{d) In 2007, PNM completed the conversion of Afton to a combined cycle plant, with 50% of
Afton's capacity designated to serve TNMP's New Mexico customers, which were transferred to
PNM effective January 1, 2007, and the other 50% designated to serve PNM's remaining
regulated customers.

{e) PNM'’s Lordsburg plant was built to serve wholesale customers and other sales rather than New
Mexico retail customers and therefore, is not currently included in the retail rates. However, it is
possible that this plant may be needed in the future to serve the growing retail load.

{f) PNM is entitled to 10.2% of the power and energy generated by PVNGS. PNM has ownership
interests of 2.3% in Unit 1, 2.3% in Unit 2 and 10.2% in Unit 3 and has leasehold interests of
7.9% in Unit | and 7.9% in Unit 2. Of the leased portion of Unit 2, 2.3% is owned by a
subsidiary of PNMR.

(g} PNM is entitled to the energy and capacity of Delta under a PPA that is deemed to be an
operating lease.

(h) PNM owns 33.3% of Luna. Luna is not included in retail rates. Luna’s power is being sold into
the wholesale market. However, it is possible that this plant may be needed in the future to serve
the growing retail load.

(i) PNM id entitled to the 40 MW of energy and capacity from Pyramid Unit 4, owned and operated
by Tri-State, under a PPA that'is deemed to be an operating lease. In January 2008, PNM
entered into an agreement to sell this contract. See Note 8.
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Fossil-Fueled Plants

SJGS is located in northwestern New Mexico, and consists of four units operated by PNM. Units 1, 2, 3 and
4 at SJGS have net rated capacities of 328 MW, 316 MW, 496 MW and 506 MW. SJGS Units 1 and 2 are owned
on a 50% shared basis with Tucson. SJGS Unit 3 is owned 50% by PNM., 41.8% by SCPPA and 8.2% by Tri-State.
SJGS Unit 4 is owned 38.457% by PNM, 28.8% by M—-S-R Public Power Agency, 10.04% by Anaheim, 8.475%
by Farmington, 7.2% by Los Alamos and 7.028% by UAMPS.

Four Corners and a portion of the facilities adjacent to SJGS ‘are located on land held under easements from
the United States and also under leases from the Navajo Nation. The easement and lease for Four Corners expire in
2016. The lease contains an option to extend for an additional 25-year period from the end of the existing lease
term, for a rental amount tied to the original rent payment adjusted based on an index. The easement does not
contain an express renewal option and it is unclear what conditions to renewal or extension of the easements may be
imposed. The ultimate cost of renewal of the Four Corners lease and easement is uncertain.

The power from Reeves, Lordsburg and Delta is used primarily for peaking and transmission support. See
Item 1. Business. — Sources of Power

Nuclear Plant

PNM is participating in the three units of PVNGS, also known as the Arizona Nuclear Power Project, with
APS (the operating agent), Salt River Project, EPE, SCE, SCPPA and the Department of Water and Power of the

City of Los Angeles.  See Note 16 in the Notes 1o Consolidated Financial Statements for information on other
PVNGS matters.

Transmission and Distribution

As of December 31, 2007, PNM owned, joinily owned or leased, 3,162 circuit miles of electric transmission
lines, 6,022 miles of distribution overhead lines, 5,196 cable miles of underground distribution lines (excluding
street lighting) and 271 substations.

Gas

As of December 31, 2007, the natural gas properties consisted primarily of natural gas transmission and
distribution systems. Provisions for underground storage by PNM Gas are on a fee for service basis. The
transmission systems consisted of 1,481 miles of pipe and compression facilities. The- distribution systems
consisted of 12,981 miles of pipe.

Oiher Information

PNM’s electric and gas transmission and distribution lines are generally located within easements and rights-
of-way on public, private and Native American lands. PNM leases interests in PVNGS Units 1 and 2 and related
property, EIP and associated equipment, Delta, Tri-State Pyramid Unit 4, data processing, communication, office
and other equipment, office space, joint use utility poles, vehicles and real estate. PNM also owns and leases
service and office facilities in Albuquerque and in other areas throughout its service territory.

TNMP

TNMP’s facilities consist primarily of transmission and distribution facilities located in its three non-
contiguous Texas service areas. TNMP owned New Mexico transmission and distribution facilities which are
located in southwest and south central New Mexico, including the cities of Alamogordo, Ruidoso, Silver City,
Lordsburg and surrounding communities until TNMP’s New Mexico assets were transferred 16 PNM on January 1,
2007. TNMP also owns and leases service and office facilities in other areas throughout its service territory.
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ITEM 3. LEGAL PROCEEDINGS

See Note 16 and Note 17 for information related to the following matters for PNMR, PNM and TNMP,
incorporated in this item by reference.

» Citizen Suit Under the Clean Air Act

Navajo Nation Environmental Issues

Four Cornefs Federal Implementation Plan Litigation

Santa Fe Generating Station

Archaeological Site Disturbance

s PVNGS Water Supply Litigation

* San Juan River Adjudication

¢ Legal Proceedings discussed under the caption "Western United States Wholesale Power Market”
¢ TNMP Competitive Transition Charge True-Up Proceeding
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ITEM 4.

None.

SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

SUPPLEMENTAL ITEM - EXECUTIVE OFFICERS OF PNM RESOURCES, INC.

All officers are elected annually by the Board of PNMR. Executive officers, their ages as of February 18, 2008
and offices held with PNMR for the past five years, or other companies if less than five years with PNMR, are as

follows:

Name

J. E. Sterba

C. N. Eldred

P. K. Collawn’

A. A, Cobb

P. T. Ortiz

E. J. Ferland

C. E. McGill

T. G. Sategna

Age

52

54

49

60

58

4]

51

54

Office

Chairman, President and Chief Executive Officer

Executive Vice President and Chief
Financial Officer
Senior Vice President and Chief Financial Officer
Vice President and Chief Financial Officer,
(Omaha Public Power Disirict

President, Utilities
President and CEQ - Public Service Company of
Colorado, Xcel Energy
President, Customer and and Field Operations, Xce! Energy

Senior Vice President and Chief Administrative Officer
Senior Vice President, Peoples Services and
Development

Senior Vice President and General Counsel
Senior Vice President, General Counsel and Secretary

Senior Vice President, Utility Operations

Vice President of Global Nuclear Field Services
Weslinghouse

President and CEO, Louisiana Energy Services

Senior Vice Presidemt, Corporate Strategy and Public Policy
Vice Prestdent, Corporate Strategy and Development

Vice President, Customer and Market Services

Vice President, Regulatory Policy

Vice President and Corporate Controller
Controller, Utility Operations

! P. K. Collawn recently changed her name from P. K. Vincent.
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December 2001
July 2007
January 2006
November 1999

June 2007
October 2005

July 2003
June 2005
December 2001

June 2005
December 2001

May 2007
September 2006

QOctober 2003

July 2007
February 2006
July 2003
July 2001

October 2003
August 2002




PART It

ITEMS, MARKET FOR THE COMPANY’'S COMMON EQUITY, RELATED
STOCKHOLDER MATTERS AND ISSUER PURCHASES OF EQUITY SECURITIES

PNMR’s common stock is traded on the New York Stock Exchange (Symbol: PNM). Ranges of sales prices
of PNMR’s common stock, reported as composite transactions, and dividends declared on the common stock for
2007 and 2006, by quarters, are as follows:

Range of
Quarter Ended Sales Prices Dividends
High Low Per Share
2007
March 31 . $32.70 $ 29.32 $0.230
June 30 ' $34.28 S 26.50 $ -
September 30 $28.7 $ 21.05 $0.460
December 31 : $25.21 £ 21.41 $0.230
Fiscal Year $34.28 $ 21.05 $0.920
2006
March 31 $25.50 $22.49 $0.220
June 30 A $26.60 $23.92 $ -
September 30 $28.94 $25.41 $0.440
December 31 . $32.07 $27.47 $0.220
Fiscal Year $32.07 522.49 $0.880

Dividends declared during the quarier ended September 30, 2007 include a $0.23 per share dividend declared
on July 17, 2007 for the quarter ended June 30, 2007 and a $0.23 per share dividend declared on September 18,
2007 for the quarter ended September 30, 2007.

Dividends declared during the quarter ended September 30, 2006 include a $0.22 per share dividend declared
on July 18, 2006 for the quarter ended June 30, 2006 and a $0.22 per share dividend declared on September 26,
2006 for the quarter ended September 30, 2006.

On February 13, 2007, the Board approved a 4.5% increase in PNMR’s common stock dividend. This
increase raised the quarterly dividend to $0.23 per share, for an indicated annual rate of $0.92 per share. On

February 19, 2008, the Board declared a quarterly dividend of $0.23 per share. PNMR targets a payout ratio of
50% to 60% of consolidated earnings.

On February 18, 2008, there were 13,640 holders of record of PNMR’s common stock.
See Note 5 for a discussion on limitations on the payments of dividends and the payment of future dividends.

See Part [il. Item 12. Security Ownership of Certain Beneficial Owners and Management and Related
Stockholder Matters.

Cumulative Preferred Stock

PNM is not aware of any active trading market for its cumulative preferred stock. Quarterly cash dividends
were paid on PNM’s outstanding cumulative preferred stock at the stated rates during 2007 and 2006. PNMR and
TNMP do not have any cumulative preferred stock outstanding.

Sales of Unregistered Securities

None.
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ITEM 6. SELECTED FINANCIAL DATA

The selecied financial data and comparative operating statistics for PNMR should be read in conjunction with the
Consolidated Financial Statements and Notes thereto and Management’s Discussion and Analysis of Financial Condition and

| Results of Operation. All references to numbers of shares outstanding and per share amounts have been restated to reflect the 3-for-

2 stock split that occurred on June 11, 2004, PNMR results include TNP results, which are included from the date of acquisition on

i June 6, 2005. PNMR results also include results for the Twin Oaks business from the date of acquisition on April 18, 2006 through

May 31, 2007, when it was contributed to EnergyCo. In January 2008, an agreement was entered into to sell PNM’s gas
operations, which are considered discontinued operations and excluded from continuing operations information in the table below.

PNM RESOURCES, INC. AND SUBSIDIARIES

‘ 2007 2006 2005 2004 2003
i (In thousands except per. share amounts and ratios)
| Total Operating Revenues from Continuing Operations $1,914,029 $1,963,360 51,566,110 $1,113,871 $1,097.447
Earnings from Continuing Operations § 59,358 $ 107,960 $ 51,133 § 68,908 § 46,734
' Net Earnings 3 74,874 $ 120,818 $ 65931 § 86390 £ 93,877
Earnings from Continuing Operations per Commen
| Share
Basic s 0.77 g 1.55 3 0.78 $ .14 b3 0.78
i Diluted $ 0.76 £ 1.53 b 0.76 $ 1.12 b3 0.78
. Net Earnings per Common Share
' Basic 3 0.98 $ 1.73 $ 1.00 $ 1.43 3 1.57
Diluted 3 0.96 $ 171 " 8 0.98 $ 1.41 $ 1.56
" Cash Fiow Data .
| Net cash flows provided from operating activities $ 222,533 § 244424 $ 210,108 § 235,142 § 225915
Net cash flows used in investing activities $ (73,531 §(799,575) £ (154,300) 5(143,838) $ (98,790)
| Net cash flows provided by (used in) financing activities §(254,630) $ 610,371 $ (4,804) 3 (86,803) $(118,133)
. Total Assets $5,872,136 $6,230,834 $5,124,709 £3,487,635 $3,378,629
l Long-Term Debt, including current installments £1,681,078 $1,769,205 §1,746,395 $ 987,823 $ 987,210

| Common Stock Data

Market price per common share at year end § 2145 $ 3110 $ 2449 § 2529 5 18.73
| Book value per common share at year end § 2203 2224 $ 1889 3 18.42 $ 1810
. Average number of common shares outstanding 76,719 69,829 65,928 60,414 59,620
' Dividends declared per common share £ 0920 £ 0.880 £ 0.785 $ 0665 5 0.600
| Return on average common equity 44 % 8.0 % 55% 7.8 % 9.0 %
. Capitalization
Common stockholders’ equity 50.0 % 49.0 % 42.5 % 527 % 522 %
Preferred stock without mandatory redemption
! requirements 0.3 0.3 0.4 0.6 0.6
| Long-term debt ' 49.7 50.7 57.1 46.7 47.2

100.0 % - 100.0 % 100.0 % 100.0 % 100.0 %
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PNM Electric Revenues
Residential
Commercial
Industrial
Transmission
Wholesale long-term contracts
Wholesale short-term sales
Other

Total PNM Electric Revenues

TNMP Electric Revenues
Residential
Commercial
Industrial
Other
Total TNMP Revenues
PNM Gas Revenues
Residential
Commercial
Industrial
Transportation
Other
Total PNM Gas Revenues
Altura Wholesale Revenues
Long-term contracts
First Choice Revenues
Residenttal
Mass-market
Mid-market
Trading gains (losses)
Other

Total First Choice Revenues

Notes:

PNM RESOURCES, INC. AND SUBSIDIARIES
COMPARATIVE OPERATING STATISTICS

2007 2006 2005 2004 2003
(In thousands)

S 265418 $ 222,099 % 216890 § 206,950 $ 203,710
294,656 257,661 254,480 251,092 252,876
99,970 62,515 61,146 61,905 64,549
34914 28,940 21,509 18,327 19,453
157,043 149,707 148,375 158,085 135,674

¢ 261,958 373,608 442,406 396,548 402,412
23.015 20,934 19,951 20,138 19,876

$1,136,974 $1,115464  $1,164,757  §1,113,045 $1,098.550

§ 69,488 § 89378 § 57145 3§ - $ -
70,146 88,767 31,670 - -

7,876 40,501 25,189 - -
32,911 38,344 20,346 - ~

5 180,421 $ 256990 % 154350 § -~ $ —

$ 338,548 $ 328690 § 311,043 $§ 292,163 § 226,799
102,252 102,877 98,929 92,128 72,269

2,674 4,749 3,375 2,889 2,820
15,124 14,420 13,813 15,274 18,906
49,948 58,093 84,282 38,467 37.473

$ 508,546 $ 508,820 S 501442 § 490,921 3 358,267

§ 65,395 $ 125131 § - 8 - $ -

$ 390,329 $ 345,961 $ 198,218 § - $ -
60,955 81,917 53,111 - -
141,587 129,171 46,584 - -
(3.553) 5,322 5,970 — -
11,377 18,528 12,447 — -~

§ 600,695 $ 584899 S 316330 § — $ -

TNMP and First Choice are reported from the date of acquisition, June 6, 2005.
Alwra Wholesale includes Twin Oaks from the date of acquisition, April 18, 2006 through May 31, 2007 when Altura was contributed

to EnergyCo.

Effective January 1, 2007, TNMP's New Mexico operations were transferred to PNM Electric.
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PNM RESOURCES, INC. AND SUBSIDIARIES
COMPARATIVE OPERATING STATISTICS

2007 2006 2005 2004 2003
PNM Electric MWh Sales :
Residential 3,208,593 2,764,299 2,652,475 2,509,449 2,405,488
Commercial 4,005,208 3,635,423 3,326,133 3,450,503 3,379,147
Industrial 1,920,086 1,327,287 1,277,156 1,283,769 1,292,711
Wholesale long-ierm contracts 2,697,249 2,647,667 2,516,907 2,943,372 2,469,707
Wholesale short-term sales 5,321,753 - 6,517,641 7,540,950 8,424,712 9,072,497
Other 265,989 258,293 256,201 253,393 247255
Total PNM Electric MWh Sales 17,418,878 17,150,610 17,769,822 18,865,198 18,866,805
TNMP Electric MWh Sales
Residential 2,520,605 2,734,385 1,839,741 - -
Commercial 2,195,962 2,579,854 1,399,864 - -
Industrial 1,927,934 2,157,507 1,263,452 - -
Other 100,581 121,227 72,262 - -
Total TNMP MWh Sales 6,745,082 7,592,973 4,575,319 - -
PNM Gas Throughput - Decatherms
(In thousands):
Residential 29,468 27,556 28,119 30,618 27416
Commercial 10,656 10,409 10,554 11,639 10,810
Industrial 313 381 369 413 485
Transportation . 40,299 39,202 37,013 43.208 50,756
Other 5,357 6,450 9,780 13,871 5,510
Total PNM Gas Throughput 86,093 84,198 85,835 99,749 94,977
Altura Whoelesale MWh Sales
Long-term contracts 915,883 1,683,707 - — -
First Choice MWh Sales
Residential _ 2,796,864 2,481,557 1,591,006 - -
Mass-market 371,825 549,143 400,840 - -
Mid-market 1,197,329 1,159,160 478,531 - -
Other 21,075 20,921 29,780 - . -
Total First Choice MWh Sales 4,387,093 4.210,781 2,500,157 - -
Notes:

TWNMP and First Choice are reported from the date of acquisition, June 6, 2005.

Altura Wholesale includes Twin Oaks from the date of acquisition, April 18, 2006 through May 31, 2007 when Altura was contributed
to EnergyCo.

Effective January |, 2007, TNMP’s New Mexico operations were transferred to PNM Electric.

Under TECA, customers of TNMP Electric in Texas can choose First Choice or any other REP to provide energy. However,
TNMP Electric delivers energy to customers within its service area regardless of the REP chosen. Therefore, TNMP Electric earns
revenue for energy delivery and First Choice earns revenue on the usage of that energy by its customers. The MWh reported above
' for TNMP Electric and First Choice include 2,018,110, 2,332,098 and 1,644,675 MWh used by customers of TNMP Electric in 2007,
2006 and 2005, who have chosen First Choice as their REP.
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'PNM RESOURCES, INC. AND SUBSIDIARIES
COMPARATIVE OPERATING STATISTICS

2007 2006 2005 2004 2003
PNM Electric Customers
Residential 438,990 388,775 378,116 367,491 358,099
Commercial 52,780 45,678 44721 43,425 42,391
Industrial 276 279 281 200 : 296
Wholesale long-term and short-lerm 54 75 76 68 72
Other 1,023 329 838 818 822
Total PNM Electric Customers 493,123 435,636 424,032 412,092 401,680
TNMP Electric Customers
Residential 184,304 224,424 222,819 - -
Commercial 39,979 47,566 44,119 - -
Industrial 76 78 125 - -
Other 2,104 2,224 2,244 — -
Total TNMP Customers 226,463 274,292 269,307 - -
PNM Gas Customers
Residential 457,964 451,518 440,624 430,578 421,104
Commercial 35,805 36,045 35,136 34,993 34,645
Industrial 45 45 42 47 46
Transportation - 26 26 23 40
Other 2,483 1,995 2,654 2,931 2,983
Total PNM Gas Customers 496,297 489,629 478,482 468,572 458,818
Altura Wholesale Customers
Long-term 1 1 ~ — —
First Choice Customers
Residential 213,630 206,393 178,150 - -
Mass-market : 17,536 21,858 24,364 - -
Mid-market 15,386 16,051 6,475 - -
Other 11,817 9,427 10,539 - -
Total First Choice Customers 258,369 253,729 219,528 — -
PNMR Generation Statistics
Reliable Net Capability - MW 2,206 1,934 1,744 1,729 1,742
Coincidental Peak Demand - MW 1,933 1,855 1,779 - 1,655 1,661
Average Fuel Cost per Million BTU $ 1.7539 $ 1.7143 S 14711 $ 13731 § 1.4120
BTU per KWh of Net Generation 10,850 10,641 10,706 10,442 10,854
Notes:

TNMP and First Choice are reported from the date of acquisition, June 6, 2005. '

Altura Wholesale includes Twin Oaks from the date of acquisition, April 18, 2006 through May 31, 2007 when Altura was contributed
to EnergyCo.

Effective January t, 2007, TNMP’s New Mexico operations were transferred to PNM Electric.

The customers reported above for TNMP Electric and First Choice include 127,328, 147,094, and 158,828 customers of TNMP

Electric at December 31, 2007, 2006 and 2003, who have chosen First Choice as their REP. These TNMP Electric customers are also
included in the First Choice customers. '
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ITEM 7. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND
RESULTS OF OPERATION

The following Management’s Discussion and Analysis of Financial Condition and Results of Operations for
PNMR is presented on a combined basis, including certain information applicable to PNM and TNMP. The MD&A
for PNM and TNMP only includes a narrative analysis of results of operations as permitted by Form 10-K General
Instruction | (2). For discussion purposes, this report will use the term “Company”™ when discussing matters of
common applicability to PNMR, PNM and TNMP. A reference to a “Note” in this Item 7 refers to the
accompanying Notes to Consolidated Financial Statements included in Item 8, unless otherwise specified. Certain
of the tables below may not visually add due to rounding.

MD&A FOR PNMR
BUSINESS AND STRATEGY
Overview

The overall strategy of PNMR is to concentrate business efforts on its core regulated and unregulated electric
businesses. The Company intends to focus on its regulated electric business by selling its gas operations and
expanding through the acquisition of CRHC, which has regulated electric operations in Texas. The CRHC
transaction is conditioned upon the sale of the gas operations, but both transactions are expected to close near the
end of 2008. PNMR expects to use the net proceeds of these transactions to retire debt, fund future electric capital
expenditures and for other corporate purposes. The growth of the unregulated electric business is expected from the
continued growth of First Choice and the further development of EnergyCo. The strategic growth of EnergyCo was
initiated with PNMR’s contribution of Altura on June 1, 2007 and continued with EnergyCo’s acquisition of the
Altura Cogen Power Plant in August 2007 and with EnergyCo’s ongoing joint development project on Cedar Bayou
1V with NRG Energy, Inc.

The focus on the electric businesses also includes environmental sustainability efforts. These efforts are
comprised of various components including environmental upgrades, energy efficiency leadership, solar generating
site and technology feasibility, purchasing power from a biomass power plant and climate change leadership. The
investment in environmental sustainability is expected to result in future emission reductions as well as other long-
term benefits for the Company.

Another initiative of PNMR is the separation of its merchant operations from PNM the utility, which will be
accomplished in several steps. On January 18, 2008, PNMR announced the pending sale of certain wholesale
power, natural gas and transmission contracts as an initial step in separating its merchant plant activities from PNM
the utility. The sale is expected to be completed about March 31, 2008. In addition, Luna and Lordsburg are
required to be separated by January 1, 2010 under an existing NMPRC regulatory order. These units will either be
sold, included in retail rates, or placed in another PNMR subsidiary. PVNGS Unit 3, which is not subject to the
separation order, can remain in PNM. The Company is also exploring using PVNGS Unit 3 in a tolling
arrangement, under which a third party would be entitled to all the risks and rewards of PNM’s share of the unit.

Critical to PNMR’s success for the foreseeable future is the financial health of PNM, PNMR’s largest
subsidiary. PNM has filed for new electric rates designed to increase operating revenues $76.9 million on an annual
basis. In addition, PNM has asked for reinstatement of its FPPAC, which it voluntarily relinquished in 1994 under
dramatically different circumstances. A favorable outcome in PNM’s rate case is critical to PNM’s financial health.
Hearings were concluded in December of 2007 and briefs of the parties were filed in January of 2008. NMPRC
staff and intervenors have opposed PNM’s request for a fuel clause despite the fact that all other utilities in New
Mexico have one and it is standard practice throughout the utility industry. Staff’s recommendation for an $18.3
million rate increase was the largest increase recommended by any party other than PNM. The AG recommended a
$2.8 million rate decrecase. The hearing examiner’s recommended decision is due February 28, 2008, with a final
decision from the NMPRC due May 7, 2008. The Company cannot predict the ultimate outcome of this case.
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EnergyCo

EnergyCo was formed with ECJV as an unregulated energy company that will serve expanding U.S. markets
throughout the Southwest, Texas and the West. ECJV is a wholly owned subsidiary of Cascade, which is a large
PNMR shareholder. PNMR and ECJV each have a 50 percent ownership interest in EnergyCo, a limited liability
company.

PNMR’s strategy for unregulated operations is focused on some of the natien’s growing power markets.
PNMR intends to capitalize on the growth opportunities in these markets Lhrough its participation and ownership in
EnergyCo. EnergyCo’s anticipated business lines will consist of:

o Competitive retail energy sales;
¢ Development, operation and ownership of diverse generation assets; and
s  Wholesale marketing and trading to optimize its assets.

On June 1, 2007, PNMR contributed its ownership of Altura to EnergyCo at fair market value of $549.6
million, as adjusted to reflect changes in working capital. ECJV made a cash contribution to EnergyCo equal to
50% of the contribution amount and EnergyCo distributed that cash to PNMR. EnergyCo has entered into a bank
credit facility for working capital and other corporate purposes. In August 2007, EnergyCo completed the
acquisition of Altura Cogen and announced plans to co-develop Cedar Bayou 1V, substantial portions of which are
financed through EnergyCo’s credit facility, '

TNMP Asset Transfer to PNM

In connection with the acquisition of TNF, the NMPRC approved a stipulation that called for the integration
of TNMP's New Mexico assets into PNM. The asset transfer occurred as of January 1, 2007 at which time the
transferred New Mexico assets and operations became reportable under the PNM Electric segment rather than
TNMP Electric.

Business Improvement Plan

The Company has undertaken a business improvement process that includes a comprehensive cast structure
analysis of its operations and a benchmarking analysis to similar-sized utilities. The Company is now in the process
of implementing a series of initiatives designed to manage fuwre operational costs, maintain financial strength and
strengthen its regulated utilities. The multi-phase process includes a business improvement plan to streamline
internal processes and reduce operating costs. The utility-related process enhancements are designed to improve
business functions. For the year ended December 31, 2007, the Company recorded a pre-tax expense of $11.8
million for costs of the business improvement plan, primarily severance-related costs.  As additional phases of the
business improvement plan are developed, the associated costs will be analyzed and recorded as specified by GAAP.
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RESULTS OF OPERATIONS — PNMR

Executive Summary

A summary of PNMR’s net earnings is as follows:

Year Ended December 31, 2007/2006 2006/2005
2007 2006 2005 Change Yo Change %

(In thousands, except per share amounts)

Eamnings from continuing operations $59358 $107,960 351,133 §(48,602) (45.0) $ 56,827 111.1
Earnings from discontinued operations,

net of income taxes 15,516 12,858 15,724 2,658 20.7 (2.866) (18.2)
Cumulative effect of change in .
accounting principle - - (926) - - 926 100.0

Net earnings

$74,874 $120,818 565931  $(45,944) (38.0)  § 54,887 83.2

Average commen and common
equivalent shares 77,928 70,636 67,080 7,292 10.3 3,556 53
Earnings from continuing operations per

diluted share

£ 07 8 153 3 076 § (0.77) (503) §$ 077 1013

Net eamings per diluted share £ 09 3% 1.7 5.0.98 $ (0.75) (439 % 073 74.5

The major causes of changes in net eamings were:

The recognition of income tax benefits for a settlement with the [RS regarding previously
unrecognized tax benefits and the impacts of FIN 48;

Retail growth in utility operations, including the impacts of load growth, weather, changes in
rates and coal costs:

Plant performance at PNM Electric baseload plants;

Asset-backed/unregulated activities at PNM Electric, including long-term sales contracts,
unregulated resources (Luna, Lordsburg, and PVYNGS Unit 3), and asset-backed marketing
achivities;

Changes in First Choice trading margins;

Changes in First Choice retail margins and bad debt expense;

Changes in net unrealized mark-to-market gains or losses on economic hedges;

Severance and consulting costs associated with the business improvement plan to reduce costs
and improve processes in future years; '

Consulting and legal costs associated with the sale of PNM Gas and certain wholesale electric
contracts;

Increases in operational costs, including materials and supplies, advertising, customer acquisition,
self-insurance and changes in depreciation on plant assets, as well as shared services, employee
labor, and pension and benefit costs;

Higher financing costs, net of 2005 non-recurring impacts for refinancing costs related to the
acquisition of TNP and issuance of equity-tinked units;

Earnings from Twin Oaks and EnergyCo, offset by non-recurring costs of forming EnergyCo, the
loss due to the impairment of intangible assets, and the loss on the contribution of Altura to
EnergyCo;

2006 increases in earnings from TNMP and First Choice related to a full year of ownership in
2006 compared to 7 months in 2005;

A reduction in costs related to the integration of the TNP and Twin Oaks acquisitions; and

The 2005 impairment of a turbine and a 2007 gain on the sale of the same turbine.
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The table below summarizes these changes:

2007/2006 Change 2006/2005 Change
{In millions)

After-tax impacts

[RS settlement/FIN 48 impact $ 26.1 s -
Afton impairment (11.8) -
Utility retail growth 9.9 (12.5)
PNM Electric baseload plant performance 0.7 (6.3)
PNM Electric asset-backed/unregulated activities (19.8) 17.2
First Choice trading margins (8.4) 4.1
First Choice retail margins/bad debt (9.4) 8.8
Net unrealized mark-to-market (4.9} 0.1
Business improvement plan (7.2) -
Consulting costs for sales of assets (1.9) -
Operational costs (0.9 (1L.7)
Financing (5.0) 4.8
Altura/EnergyCo (16.3) 21.8
Timing of TNMP/FCP ownership - 14.0
Acquisition integration costs 23 7.4
Turbine sale/impairment 235 5.0
Other (0.8) {1.8)
Change in net earmnings $ 459 § 549

In 2007, PNMR’s consolidated income tax expense decreased primarily as a result of the settlement with the
IRS regarding previously unrecognized tax benefits, which had a $16.0 million non-recurring impact on income
taxes. See Note 11. In addition, 2007 income taxes were reduced by a decrease in pre-tax earnings, which were
partially offset by a change in taxation by the State of Texas that resulted in Texas margin taxes being included in
income tax expense in 2007 versus Texas franchise tax being included in taxes other than income in 2006 and 2005.

PNMR’s effective tax rates for 2007, 2006 and 2005 were 5.11%, 33.86% and 29.41%. Excluding the non-
recurring impact to income taxes related to the IRS senlement, the effective tax rate for 2007 would have been
30.5%. PNMR’s effective tax rates in 2007 were also impacted by a reduction in the effective rate applicable to
non-operating income primarily due to the impacts of tax credits from a wind energy investment.

The increase in the number of common and common equivalent shares is primarily due to new issuances of
PNMR common stock in 2006 and an increase in the dilutive effect of the equity-linked units.

Segment Information

The following discussion is based on the segment methodology that PNMR’s management uses for making
operating decisions and assessing performance of its various business activities. Effective as of December 31, 2007,
management changed the methodology it uses to operate and assess the business activities of the Company, resulting
in changes to the Company’s segment presentation. See Note 3 for more information on PNMR’s operating
segments. References to 2006 and 2005 amounts in the following discussion have not been adjusted to reflect the
transfer of TNMP’s New Mexico operations that are discussed above.

The following discussion and analysis should be read in conjunction with the Consolidated Financial

Statements and Notes thereto. Trends and contingencies of a material nature are discussed to the extent known.
Refer also to Disclosure Regarding Forward Looking Statements in ltem | and to Part il, Item 7A. Risk Factors.
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PNM Electric

The table below summarizes operating results for PNM Electric:

Ycar Ended December 31, 20072006 2006/2005
2007 2006 2005 Change % Change Y
(In millions)
Total revenues $1,137.0 S$1,1155 51,1648 $ 215 1.9 $ (49.3) 4.2)
Cost of energy 638.7 607.0 679.9 317 52 (72.9) (10.7)
(Gross margin 498.3 508.4 484.9 (10.1) (2.0} 235 4.8
Operating expenses 381.1 3311 338.1 50.0 15.1 (7.0) 2.1}
Depreciation and amortization 83.2 78.0 95.5 5.2 6.7 (17.5) (18.3)
Operating income 34.0 99.3 51.4 (65.3) (65.8) 47.9 932
Interest income 41.7 32.1 34.2 9.6 29.9 2.1) (6.1}
Other income (deductions) 11.6 53 9.4 6.3 118.9 4.1 (43.6)
Net interest charges (52.7} 47.1) (43.9) (5.6) 1.9 (3.2) 7.3
Earnings before income taxes 34.6 89.7 51.0 (55.1) (61.4) 38.7 759
Income taxes 11.2 316 14.9 (20.4) (64.6) 16.7 112.1
Preferred stock dividend requirements 0.5 0.5 0.5 - - - -
Segment earnings $ 229 § 576 § 356 3 (347 (60.2) $ 220 61.8

The table below summarizes the significant changes to operating revenues, gross margin, earnings before

income taxes, and segment earnings:

2007/2006 Change 2006/2005 Change
Earnings Earnings
Before Before
Total Gross Income Segment Total Gross Income Segment
Revenues  Margin Taxes Earnings Revenues Margin Taxes Earnings
{In millions}
Transfer of assets from TNMP  § 485 $ 220 S 34 5 26 5 - £ - F - 5 -
Retail growth 26.9 1.2 1.2 0.7 17.4 (7.5) (7.5) (4.5)
Baseload plant availability (23.3) (0.5) (1.2) 0.7) (5.2) (6.5) - {10.5) (6.3)
Asset-backed/unregulated
activities 16.0 (24.0) 32.7) (19.8) (62.3) 37.4 28.5 17.2
Net unrealized
mark-to-market (46.6) (8.8) (8.8) (5.3) 0.8 0.1 0.1 0.1
Plant life extensions - - 2.3 1.4 - - 14.9 9.0
Operational costs - - (10.1) 6.1y - - (5.4) (3.3)
Afton impairment - - (19.5) (11.8) - - - -
Other - - 10.3 4.3 - - 18.6 9.8
Total increase {decrease) $ 215 $ (10 $ (35.1) S(34.7) $(49.3) $§ 235 $ 387 $ 220
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The following tabte shows PNM Electric operating revenues by customer class, including intersegment
revenues and average number of customers:

Year Ended December 31, 2007/2006 2006/2005
2007 2006 2005 Change Yo Change Yo
{In millions, except customers)

Residential : $ 2654 § 2221 § 2169 § 433 19.5 § 52 24
Commercial o 294.7 2577 254.5 37.0 14.4 3.2 1.3
Industrial 100.0 62.5 61.1 375 60.0 1.4 2.3
Transmission 34.9 28.9 21.5 6.0 20.8 7.4 34.4
Other retail 23.0 21.0 200 2.0 9.5 1.0 5.0
Wholesale long-term sales 157.0 149.7 148.4 7.3 4.9 1.3 0.9
Wholesale short-term sales : 262.0 373.6 4424 T (11L6) (29.9) (68.8) {15.6)

. $1,137.0  $1,1155  $1,164.8 $ 215 1.9 $(49.3) (4.2)
Average customers {thousands)} 489.4 430.2 418.0 59.2 13.8 12.2 2.9

The following table shows PNM Electric GWh sales by customer class:

Year Ended December 31, 2007/2006 2006/2005
2007 2006 2005 Change % Change Yo
{Gigawatt hours)

Residential 3,2086  2,7643 2.652.5 4443 - 6.1 111.8 4.2
Commercial 40052  3,6354 3,526.1 369.8 10.2 109.3 31
Industrial 1.920.1 1,327.3 1,277.2 592 .8 44,7 - 30.1 39
Other retail 266.0 2583 2562 7.7 3.0 2.1 0.8
Whaolesale long-term sales 2,697.2 2,647.7 25169 49.5 1.9 130.8 5.2
Wholesale short-term sales 5321.8 65176 7.541.0 (1,195.8) (18.3) (1.023.4) (13.6)

174189 17.150.6 17,7699 268.3 1.6 (619.3) (3.5)

Effective January 1, 2007, TNMP’s New Mexico operations were transferred to PNM, which increased PNM:
Electric’s retail sales volumes, average retail customers and retail operating revenues. Prior to the transfer of
operations in 2007, PNM supplied the power o serve TNMP’s New Mexico load through intersegment long-term
and short-term sales contracts that were eliminated in the consolidated financial statements of PNMR afier the
acquisition of TNP on June 6, 2005. Information concerning the TNMP New Mexico operations included in the
TNMP Electric segment in 2006, the gross margin assoctated with intersegment contract sales in 2006, and the net
impact is as follows:

TNMP New Mexico’s Operations

Year Ended December 31, 2006

TNMP New Mexico PNM Contract
Operations Sales Net Impact
(Dollars in millions)

Total revenue S 99.1 $ 506 § 485
Cost of energy 754 48.9 26.5 -
Gross margin 237 1.7 22.0

Operating expense 12.8 - 12.8
Depreciation and amortization 6.0 - 6.0

Operating income 49 1.7 3.2
Other income (deductions) ‘ 0.2 - 0.2
Eamings before income taxes 5.1 1.7 34
Income taxes 1.5 0.7 0.8
Eamings $ 36 $ 1.0 3 26
Sales volumes (GWhs) 1,124.0 627.6 496.4
Average customers (thousands) 49.5 n/a 49.5
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The following discussion of results will exclude variances due to the transfer of New Mexico operations from
TNMP on January 1, 2007, that are shown above. See MD&A - PNM Gas for information on items included in
PNM Electric that historically were allocated to PNM Gas.

Growth in retail load requirements, without the addition of lower-cost generation resources, has resulted in
reduced gross margins and segment earnings. During 2007, a 2.3% increase in average retail customer counts and
an 11.2% increase in cooling degree-days led to increased retail sales volumes and revenues. However, this resulted
in increased costs of energy associated with serving this growth, including a $4.6 million increase in coal costs,
resulting in a slight increase to margin. During 2006, a 2.9% increase in average retail customer counts and an
increase in per-customer usage was partially offset by a 12.0% decrease in cooling degree-days, resulting in an
increase in retail sales volumes and revenues. A 2.5% rate reduction effective September 2003, the last phase of the
Global Electric Settlement with the NMPRC, decreased 2006 revenues by $9.6 million as 2006 included an
additional four months at reduced rates. The net increase in revenues was offset by increased cosis of energy
associated with serving this growth, including a $9.1 million increase in coal costs, resulting in a net decrease to
margin. :

During 2007, reduced plant availability at SJGS and Four Corners reduced gross margin by $18.1 million and
$7.9 million. These decreases were offset by increased availability at PVNGS Units | and 2 of $25.5 million.
Outage related O&M costs increased by $0.7 million due to an increase in outage costs of $1.3 million at Four
Corners and 30.5 miliion at SJIGS, partially offset by a $1.1 million decrease at PVINGS Units 1 and 2.

During 2006, a vibration in the PYNGS Unit 1 shutdown cooling lines reduced the net generation of Unit |
by 32%. The impact of reduced generation, partially offset by increased availability at Unit 2, decreased gross
margin by $11.0 million. This decrease was partially offsel by increased availability at SIGS of $1.5 million and
Four Comers of $3.0 million. Qutage related O&M costs increased by $3.0 million at PVNGS Units t and 2 and
$1.7 million at SJGS, further reducing net earnings. Outage related O&M costs decreased by $0.7 million at Four
Corners.

The impacts of retail growth and plant availability impacted eamings from asset-backed and unregulated
activities, including eamings from long-term sales contracts, unregulated resources (Luna, Lordsburg, and PVNGS

‘Unit 3), and unregulated sales of excess generation. In 2007, increases in long-term contract sales and market sales

prices increased revenues, but this increase was more than offset by the increased costs to serve this load and an
extended outage at PVNGS Unit 3. O&M costs related to unregulated resources increased $7.9 million during 2007,
largely due to a $6.4 million increase at PVNGS Unit 3 related to the $2.1 million cost of removal of the steam
generators and increased costs refated to the extended planned outage, and a $1.5 million increase at Luna due to a
full year of operations. Depreciation on unregulated resources increased $0.5 million during 2007, mostly due to a
full year of Luna operations.

In 2006, increases in long-term contract sales and certain short-term transactions were more than offset by
lower market prices and less availability of excess energy to sell in the wholesale market, resulting in a net decrease
to revenues. However, reduced costs to serve these sales from lower market prices, including reduced gas and
purchase prices, and the addition of Luna increased gross margin. O&M costs related to unregulated resources
increased $7.0 million during 2006 due to $2.6 million of increased outages costs at PVINGS Unit 3 and $2.4 million
related to a partial year of operations at Luna. Depreciation on unregulated resources increased $1.9 million during
2006, primarily due to a partial year of Luna operations.

Changes in net unrealized mark-to-market gains and losses resulted in decreases to revenues, gross margin
and net earnings in 2007, due primarily to losses incurred in 2007. As a result of the pending sale of certain long-
term contracts in the merchant portfolio, certain contracts no longer qualify for the normal exception and PNM
recorded a mark-to-market pre-tax loss of $19.2 million on these contracts. In 2006, favorable market changes
relative to the position on sales contracts resulted in slightly higher net unrealized mark-to-market revenues, gross
margin and net earnings.
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In 2007, an increase in the estimated useful life of Four Comers reduced depreciation expense by 3$2.3
million. In 2006, increases in the estimated useful lives of SIGS and Afion reduced depreciation expenses by $14.9
million.

Operational costs include costs for materials and supplies, self-insurance and depreciation on plant assets, as
well as shared services, employee labor, and pension and benefit costs. Increases in these costs in 2007 were
partially offset by increased capitalization of costs relating to construction activity and reduced incentive-based and
stock-based compensation costs. Increases in these costs in 2006 included increases in incentive-based and stock-
based compensation expenses, but were partially offset by increased capitalization of costs relating to construction
activity.

In 2007, the impairment of Afton increased operating expenses, as the cost of construction exceeded the
amount allowed by a NMPRC rate order.

Other increases in 2007 segment earnings include previously unrecognized tax benefits resulting from the
impacts of FIN 48 of $10.6 million. See Note 11. Additional increases in 2007 include realized gains related to the
rebalancing of NDT assets, and gains on the sale of a turbine, partially offset by higher interest charges on increased
short-term borrowings used to fund capital expenditures, and severance and consulting costs associated with the
business improvement plan to reduce costs and improve processes in future years. See Note 24. Other increases in
2006 include the absence of several charges incurred in 2005, including the $15.0 million impairment of a turbine,
36.1 million of costs associated with the integration of the TNP and Twin Oaks acquisitions, a $4.5 million write-off
of software, and a $2.3 million charge associated with the NMPRC’s approval of the TNP acquisition, partially
offset by decreased realized gains related to the rebalancing of NDT assets and higher interest charges.
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TNMP Electric

The table below summarizes the operating results for TNMP Electric:

Year Ended December 31, 2007/2006 2006/2005
2007 2006 2005 Change Yo Change %
(In millions)

Total revenues $ 1804 $257.0 $154.4 $ (76.6) (29.8) $102.6 66.5
Cost of energy 20.5 103.0 58.0 (73.5) 7.4 45.0 77.6

Gross margin ) 150.9 154.0 96.3 3.0 (2.0) 57.7 59.9
Operaling expenses 67.8 79.3 40.8 {11.5) (14.5) 385 94.4
Depreciation and amortization 304 316 17.6 (1.2) (3.8 14.0 79.5

Operating income : 527 43.1 379 9.6 223 5.2 13.7
Interest income . 0.1 0.9 1.0 (0.8) (88.9) (0.1) (10.0)
Other income (deductions) 1.5 7.9 4.8 (6.4) (81.0) 3.1 64.6
Net interest charges (25.2) (28.9) {15.9) 7 (12.8) (13.0) 81.8

Earnings before income taxes 29.1 230 279 6.1 26.5 4.9 (17.6)
Income taxes 10.6 7.3 10.0 3.3 452 2.7 {27.0)

Segment earnings 5 184 $ 157 3 17.8 5 27 7.2 5 (2.1) (11.8).

The table below summarizes the significant changes to operating revenues, gross margin, earmings before

income taxes, and segment earnings:

2007/2006 Change 2006/2005 Change
Earnings Earnings
Before Before
Total Gross Income Segment Total Gross Income Segment
Revenues  Margin Taxes Earnings Revenues Margin Taxes Earnings
(In miltions)
Transfer of assets to PNM $(99.1) 8§ (237) $ (5.1) § (3.6) 5 - 5 - 5 - 5 -
Retaii growth ' 4.1 4.1 4.1 27 (2.3) 0.3 03 0.2
PUCT order 16.4 16.4 39 2.5 1.5 1.5 5.4 35
Rate case expenses - - - - - - 44 2.9
Rate decrease/synergy saving
credits 1.5 1.0 (12.0) (12.0) (13.5) (8.4)
Debt reduction - - 30 2.0 - - 0.4 0.2
Operational costs - - (1.7 (L.1) - - (13.8} (8.5)
Timing of PNMR ownership - - - - 112.8 68.9 14.2 9.3
Other 2.0 0.1 0.4 (0.8) 2.6 (1.0 (2.3} (1.3)
Total increase (decrease) $ (76.6) § (3.1 $ 6.1 $ 2.7 $102.6 $ 517 $ (4.9 $ (2.1)
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The following table shows TNMP Electric operating revenues by customer class, including intersegment
revenues, and average number of customers:

Year Ended December 31, 2007/2006 2006/2005

2007 2006 2005 Change %Yo * Change %

{In millions, except customers}

Residential $ 695 § 89S $ 57.1 $ (20.0) (22.3) $ 324 56.7
Commercial 70.1 88.7 51.7 (18.6) (21.0) 37.0 71.6
Industrial 7.9 40.5 25.2 (32.6) (80.5) 15.3 60.7
Other 32.9 38.3 20.4 (5.4} (14.1) 17.9 87.7
. - § 1804 § 257.0 $ 1544 $ (76.6) (29.8) $ 102.6 66.5
Average customers (thousands) @ 226.2 272.6 255.3 {46.4) {17.0) 17.3 6.8

(1} The customer class revenues and the average customer count have been reclassified to be consistent with the current
year presentation,

(2) Under TECA, customers of TNMP Electric in Texas have the ability to choose First Choice or any other REP to
provide energy. The average customers reported above include 137,015, 153,693, and 154,252 customers of TNMP

Flectric at December 31, 2007, 2006, and 20035 who have chosen First Choice as their REP. These customers are
also included in the First Choice segment.

The following table shows TNMP Electric GWh sales by customer class:

Year Ended December 31, 2007/2006 2006/2005

2007 20067 2005%  Change Yo Change %

(Gigawatt hours)

Residential 25206 27344 18397  (213.8) (7.8) 894.7 48.6
Commercial 2,196.0 25799  1,3999  (383.9)  (149)  1,180.0 843
Industrial 19279 21575 12635  (229.6)  (10.6) 894.0 70.8
Other 100.6 1212 723 206)  (17.0) 48.9 67.6

6.745.1° 75930 _ 45754 _ (847.9)  (112) 30176 66.0

(1) The GWh sales reported above include 2,018.1, 2,332.1, 1,644.7 GWhs for December 31, 2007, 2006 and 2005 used
by customers of TNMP Electric who have chosen First Choice as their REP. These GWhs are also included below in
the First Choice segment.

{2) The customer class sales have been reclassified to be conststent with the current year presentation.

Income statements for the TNMP segment of PNMR include results after its June 6, 2005 acquisition.
Impacts in 2006 over 2005 levels are primarily attributable to a full year of ownership in 2006. Effective January 1,
2007, TNMP’s New Mexico operations were transferred to PNM. As a result, TNMP Electric’s sales volumes,
average customers, and income statement line items for TNMP Electric above have decreased as set forth in the
table describing the transfer of TNMP’s New Mexico assets in PNM Electric above. The following discussion of
results will exclude variances due to the transfer of New Mexico operations to PNM on January 1, 2007.

Increases in the average customer count and higher per-customer usage increased sales volumes, revenues,
gross margin and segment earnings. In addition, during 2007, warmer temperatures in September and October,
largely offset by cooler temperatures earlier in the year, resulted in a small increase in sales volumes, revenues,
gross margin and segment earnings. During 2006, increases in the average customer count were mostly offset by
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milder temperatures and increased costs required to serve load growth in New Mexico. Additionally, reduced usage
from a significant industrial customer in New Mexico reduced sales volumes revenues, but had little impact on gross
margin.

The PUCT issued an order on November 2, 2006 related to the stranded costs incurred by TNMP as part of
the deregulation of the Texas energy market and the associated carrying charges. This PUCT order resulted in
increases to revenue beginning in December 2006 that were partially offset by increases in amortization expense and
the discontinuation of carrying charges on regulatory assets. 2007 amounts increased due to a full year of collections
and amortizations. In 2006, costs were decreased by $4.4 million related to the deferral of prior year rate case
expenses that are also being collected through the PUCT order.

Segment earnings were reduced by reductions in rates for Texas and New Mexico customers, effective in
May 2005 and January 2006, in addition to the return of synergy savings credits to Texas customers from July 2005
through May 2007. 2006 segment earnings were reduced by a full year of decreased rates and synergy saving
credits, while 2007 segment carnings increased slightly due to the mid-year completion of the return of synergy
savings credits,

Operational costs include costs for matenials and supplies, self-insurance, advertising and depreciation, as
well as shared services, employee labor, and pension and benefits. Increases in these costs during 2007 were
partially offset by a decrease in incentive-based compensation expenses. During 2006, increases in these costs
primarily resulted from a full year of shared service costs and included an increase in incentive-based compensation
expenses.

As a result of long-term debt reductions in December 2006 and again during the third quarter of 2007, interest
charges were reduced.
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PNM Gas

The table below summarizes the operating results for PNM Gas, which is classified as discontinued
operations in the Consolidated Statements of Earnings:

Total revenues

Cost of energy
Gross margin

Operaling expenses

Depreciation and amortization

Operating income
Interest income
Other income (deductions)
Net interest charges

Earnings before income taxes

Income taxes
Segment eamings

Year Ended December 31, 2007/2006 2006/2005
2007 2006 2005 Change Yo Change Yo
(In millions)

$ 508.5 $508.8 $511.4 $ (0.3 (0.1) $ 2.6) (0.5)
352.8 361.9 364.2 (9.1) (2.5) (2.3) (0.6)
155.7 147.0 147.2 8.7 59 (0.2) (.1
97.1 96.8 95.0 0.3 0.3 1.8 1.9
21.6 21.6 20.3 - - 1.3 6.4
37.0 28.6 319 8.4 29.4 (3.3) (10.3)
1.0 37 3.8 (2.7) (73.0) (0.1} (2.6)
0.2 0.5 0.7 (0.3) (60.0) 0.2) (28.6)
(12.2) {11.4) (10.3) (0.8) 7.0 (1.1) 10.7
259 21.3 26.1 4.6 216 (4.8) (18.4)
10.4 8.4 10.4 2.0 238 2.0) {19.2)
$ 155 $ 129 S 157 526 20.2 3 (2.8) {17.8)

The table below summarizes the significant changes to operatmg revenues, gross margin, earnings before
income taxes, and segment earnmgs

-
2007/2006 Change 2006/2005 Change
Earnings Earnings
Before Before
Total Gross [ncome Segment Total Gross Income Segment
Revenues  Margin Taxes Earnings Revenugs Margin Taxes Earnings
{In millions)
Gas prices £(22.3) 5§ - $ - 5 - $ 66.0 £ - 5 - $ -
Rate increase 2.9 29 2.8 1.7 - - - -
Retail growth 32 6.3 6.3 38 10.4 6.3 6.3 38
Customer conservation {3.0) - - - {54.1) (5.9) (5.9) {3.6)
Off-system activities (5.1 0.4 0.4 0.2 (24.5) (0.2) (0.2) .1
Operational costs - - 1.0 0.6 - - (5.7) (3.4}
Other (1.0 9 (5.9 (3.7 (0.4) (0.4) 0.7 0.5
Total increase {decrease) $ (0.3) S 8.7 $ 4.6 S 26 3 (2.6) $ (0.2) §5 (48) $ (2.8)
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The following table shows PNM Gas operating revenues by customer class included in eamings from
discontinued operations within the presentation of consolidated statements of earnings, and average number of
customers:

Year Ended December 31, 2007/2006 2006/2005
2007 2006 2005 Change % Change %
(In millions, except customers)

Residential $3385 £ 3287 §311.0 £ 98 3.0 S 17.7 5.7
Commercial 102.3 102.9 98.9 (0.6) (0.6) 4.0 4.0
Industrial 27 4.7 34 (2.0) (42.6) 1.3 382
Transportation'" : 15.1 14.4 13.8 0.7 49 0.6 4.3
Other 49.9 58.1 84.3 (8.2} (14.1) (26.2) 3L

$ 508.3 $ 5088 § 5114 $ (0.3) (0.1) $ (2.6) (0.5)
Average customers (thousands) 491.6 482.3 4713 9.3 1.9 11.0 2.3

(1) Customer-owned gas.

The following table shows PNM Gas throughput by customer class:

Year Ended December 31, 2007/2006 2006/2005
2007 2006 2005 Change % Change Yo
(Thousands of decatherms)
Residential 294681 275561 281193  1,912.0 6.9 (563.2) (2.0)
Commercial 10,655.6 10,4095  10,553.8 246.1 2.4 (144.3) (1.4)
Industrial 313.1 580.9 369.1 (267.8)  (46.1) 211.8 57.4
Transportation) 40,2993 392022 370136 1,071 28 2,188.6 59
Other 5,356.8 64496 97797 (1,0928) (169  (3,330.1) (34.1)
86,0029 84,1983 858355  1,894.6 23 (1,637.2) (1.9)

(1) Customer-owned gas.

Due to the pending sale of the PNM gas business, the Company is reporting this segment as discontinued
operations as required under GAAP. Certain corporate items that historically were allocated to the PNM Gas
segment cannot be included as discontinued operations and were reassigned to PNM Electric. These items include
officer compensation, depreciation on common utility and shared-service assets, and postage costs. The after-tax
amount of costs reassigned in the years 2007, 2006 and 2005 totaled $6.4 million, $6.3 million, and $5.0 million.
See Note 2 and Note 23.

PNM Gas purchases natural gas in the open market and resells it at no profit to its sales-service customers. As
a result, increases or decreases in gas revenues driven by gas costs do not impact the gross margin or operating
income of PNM Gas. Increases or decreases to gross margin caused by changes in sales-service volumes represent
margin earned on the delivery of gas to customers based on regulated rates.

Implementation of an approved NMPRC rate increase resulted in an increase to revenues and gross margin in
2007.

An increase in the average customer count compared to the prior year in both 2006 and 2007 resulted in
increased sales volumes, revenues, gross margin and segment earnings. Also, in 2007, colder temperatures during
the first part of the year were partially offset by warmer temperatures in the later part of the year, resulting in a 4.4%
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rise in heating-degree days and increases to sales volumes, revenues, gross margin and net eamings In 2006,
warmer temperatures during the first part of the year reduced sales volumes, revenues, gross margin and segment
earnings.

In addition to reduced sales due 1o weather in 2006, the sharp increase in gas prices resulted in a decrease in
per-customner usage, as customers conserved usage to reduce heating bills. While revenues related to customer
usage patterns decreased in 2007 related to decreased gas prices, no significant volume impacts of customer
conservation were seen in 2007.

During the iast two years, revenues from off-system activities have decreased due to a lack of market activity.
In 2007, the decrease in revenues was mostly offset by decreases in costs related to these transactions, shghtly
increasing gross margin and net earnings. In 2006, the net margin on these activities decreased.

Operational costs include costs for materials and supplies, self-insurance, advertising and depreciation, as
well as shared services, employee labor, and pension and benefits. Increases in these costs during 2007, including a
$2.2 million increase in self-insurance expenses, were more than offset by a decrease in incentive-based
compensation expenses. In 2006, increases in operational costs described above included increases in incentive-
based compensation, due largely to an increase in overall PNMR performance,

Other decreases in 2007 include a decrease in interest earned on PGAC balances due to lower gas prices and
increased financing costs associated with higher short-term borrowings. Additionally, as part of the business
improvement plan to reduce costs and improve processes in future years, initial costs to achieve these savings such
as severance and consulting charges were incurred in 2007. See Note 24, Increases in 2006 due to higher financing
costs were more than offset by the absence of costs incurred in 2005 associated with the integration of the
acquisitions of TNP and Twin Qaks.
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Altura

The table below summarizes the operating results for Altura:

Year Ended December 31, 2007/2006
2007 2006 Change %
(In millions)

Total revenues $ 654 $ 1251 § (59.7) 47.7
Cost of energy 22.1 38.9 (16.8) (43.2)

Gross margin 433 86.3 (43.0) (49.8)
Operating expenses 18.6 13.0 5.6 43.1
Depreciation and amortization 7.7 13.1 (5.4) (41.2)

Operating income 17.0 60.2 (43.2) (71.8)
Interest income 0.1 03 (0.2) {66.7)
Other income (deductions) - - - -
Net interest charges (8.5) (20.9) 12.4 {59.3)

Eamings before income taxes 8.6 39.6 (31.0) {78.3)
[ncome taxes 34 15.7 (12.3) (78.3)

Segment earnings 5 5.2 $ 239 $ (18.7) (78.2)

The table below summarizes the significant changes to operating revenues, gross margin, earnings before
income taxes, and segment earnings:

2007/2006 Change 2006/2005 Change .
Earnings Earnings
Before Before
Total Gross Income Segment Total Gross Income Segment
Revenues Margin Taxes Earnings Revenues Margin Taxes Earnings
{In millions}
Timing of PNMR ownership $(57.2) $(41.4) $(34.1) $ (20.6) $ 1251 § 863 $ 60.5 $ 365
Twin Oaks performance (2.5} (1.6) (5.9) (3.6) - - - -
Twin Oaks II[ impairment - - 3.4 (2.0) - - - -
Interest - - 12.4 1.5 - - {20.9) (12.6)
Total increase (decrease) $(59.7) $(43.0) 5(31.0) $ (187 § 125.1 $ 863 3 396 $ 239
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The following table shows Altura operating revenues by type of sale, including intersegment revenues:

Year Ended December 31, 2007/2006

2007 2006 Change %o

(In millions, except customers)

Long-term sales $654 $125.1 $(59.7) 47.7)

The following table shows Altura GWh sales by type:

Year Ended December 31, 2007/2006

2007 2006 Change Y%

(Gigawatt hours)

Long-term sales 915.9 1,683.7 (767.8) (45.6)

Altura's 2006 results include approximately nine months of earnings associated with the Twin Oaks Power
facility after its April 18 acquisition, including allocations of corporate costs and interest expense associated with the

$480 miltion bridge loan undertaken to fund the purchase of the plant.

Altura’s 2007 results were lower than 2006 primarily related to the contribution to EnergyCo on June 1,
2007. Forced outages in the first quarter of 2007 further reduced earnings, in addition to the impairment of the value
of developmental rights for the expansion of the plant. See Note 2. This decrease was partially offset by reduced

interest expense associated with the pay down of a significant portion of the bridge loan in tate 2006.
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First Choice

The table below summarizes the operating results for First Choice:

Total revenues
Cost of energy
Gross margin
Operating expenses
Depreciation and amortization
Operating income
Interest income
Other income (deductions)
Net interest charges
Earnings before income taxes
Income taxes
Segment eamings

The following table summarizes the significant changes to operating revenues,
income taxes, and segment earnings:

Year Ended December 31, 2007/2006 2006/2005
2007 2006 2005 Change % Change %
(In millions)

$ 600.7 $584.9 3163 F 158 2.7 ¥ 268.6 84.9
500.8 455.1 243.1 45.7 10.0 212.0 87.2
99.9 129.8 73.3 (29.9) (23.0) 56.5 77.1
57.3 66.9 284 (9.6) (14.3) 38.5 135.6
1.9 2.0 1.1 (0.1) (5.0} 0.9 81.8
40.8 60.8 43138 (20.0) (32.9) 17.0 388
2.1 2.5 1.5 (0.4) (16.0) 1.0 66.7
(0.1} (0.4) (0.1} 0.3 (75.0) (0.3) 300.0
(0.8) (0.8) (0.9) - - 0.1 (1.1
42.1 62.1 443 (20.0) (32.2) 17.8 40.2
14.9 22.1 15.8 (7.2) (32.6) 6.3 39.9
§ 272 S 40.0 $ 28.5 $ (12.8) (32.0) S 113 404

gross margin, earnings before

2007/2006 Change 2006/2005 Change
Earnings Earnings
Before Before
Total Gross Income Segment Total Gross Income Segment
Revenues  Margin Taxes Earnings Revenues Margin Taxes Earnings
{In millions) )
Weather $ (9.9 $ (2.5 £ (2.35) $(l6) § (41.5) S (40.4) § (404 3 (26.3)
Customer growth/usage 21.2 (5.2) (5.2) (3.4) 456 28.3 28.3 18.4
Retail per-MWh margins 20.0 (9.8) (6.0) (3.9) 84.2 36.5 36.5 237
Trading margins (12.9) (£2.9) (12.9) (8.4) 33 6.3 6.3 4.
Bad debt expense - - 0.7 0.5) - - (10.8) (7.0)
Operational costs - - 6.6 43 - - (8.4) (5.5)
Timing of PNMR ownership - - - - 176.4 252 7.2 4.7
Other {2.6) 0.5 0.7 0.7 0.6 0.6 (0.9) (0.6)
Total increase (decrease) $ 158 $(29.9) $ (20.0) $(12.8) §268.6 $ 56.5 $ 17.8 $ 1S
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The following table shows First Choice operating revenues by customer class, including intersegment
revenues, and actual number of customers:

Year Fnded December 31, 2007/2006 2006/2005°
2007 2006 2005 Change % Change %
([n millions, except customers)
Residential $ 3903  $ 3460 $ 1982 § 443 12.8 S 1478 74.6
Mass-Market 61.0 81.9 53.1 (20.9) (25.5) ,28.8 54.2
Mid-Market 141.6 129.2 46.6 12.4 9.6 82.6 177.3
Trading gains (losses) (3.6) 9.3 6.0 (129  (138.7) 33 55.0
Other 11.4 18.5 12.4 (1.1) _ (38.4) 6.1 49.2
$ 6007 $5849 S3163 $ 158 2.7 $ 268.6 84.9
Actual customers {thousands) 258.4 253.7 219.5 47 i.9 342 15.6

(1) The customer class revenues and the customer counts have been reclassified to be consistent with the current year
presentation.

(2} See note above in the TNMP Electric segment discussion about the impact of TECA.
(3) Due 10 the competitive nature of First Choice’s business, actual customer count a1 Decernber 31 is presented in the

table above as a more representative business indicator than the average customers that are shown in the table for
TNMP customers.

The following table shows First Choice GWh electric sales by customer class:

Year Ended December 31, 2007/2006 2006/2005
2007 2006 2005®  Change % Change %
(Gigawart hours™
Residential 2,796.9 2,481.6 1,591.0 3153 12.7 890.6 56.0
Mass-Market 371.8 549.1 400.8 (177.3) (32.3) 148.3 37.0
Mid-Market 1,197.3 1,159.2 478.5 38.1 i3 680.7 142.3
Other 21.1 20.9 29.8 0.2 1.0 {8.9) (29.9)
4,387 .1 4,210.8 2,500.1 176.3 4.2 1,710.7 68.4

{1) See note above in the TNMP Electric segment discussion about the impact of TECA.

{2) The customer class sales have been reclassified to be consistent with current year presentation.

First Choice’s income statement includes results after its June 6, 2005 acquisition by PNMR. lmpacts in
2006 over 2005 levels are primarily attributable to a full year of ownership in 2006,

During 2006 and again in 2007, cooler temperatures resulted in lower sales volumes, revenues, gross margin
and segment earnings. Increased customers in both years increased sales volumes and revenues, but in 2007,
changes in the overall customer mix and reduced usage per customer caused a decrease in gross margin and segment
earnings.

In 2006, an increase in retail per-MWh margins was driven by increases in competitive and price-to-beat
sales prices, partially offset by increased purchased power costs. In 2007, increases in sales prices were more than

offset by increased purchased power prices, resulting in a net decrease to gross margin.

During 2007, a decrease in trading margins from a $9.3 million gain in 2006 to a $3.6 million loss in 2007
resulted in a net $12.9 million decrease to gross margin. Trading losses in 2007 were driven by market positions
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related to surplus power supply that decreased in value due to a decrease in market heat rates, largely due to mild
weather in the third quarter, along with a decrease in gas prices. During 2006, trading margins increased from 2005

levels.

" During 2006, increases in bad debt expense tied to increased revenues significantly reduced segment

eamings.

Operational costs include costs for customer acquisition and service, as well as shared services, employee
labor, and pension and benefits. In 2007, increases in these costs were offset by a reduction in incentive-based
compensation cgsts. In 2006, increases in these costs included increased costs associated with the outsourcing of
customer service operations and an increase in incentive-based compensation costs.

Other revenue decreases in 2007 include net unrealized mark-to-market losses on economic activities.

Corporate and Other

2007/2006 Change 2006/2005 Change
Earnings Earnings
Before Segment " Before Segment
Total Gross Income Earnings Total Gross Income Earnings
Revenues Margin Taxes {Loss) Revenues Margin Taxes {Loss)
(In millions)
Intercompany eliminations $ 496 $ (0.3) 5 - $ - (49.1} $ 0.7 5 - § -
Business improvement plan - - (6.1) (3.7) - - - -
Consulting and legal costs for
sale of assets - - (2.9) (1.7) - - - -
Equity in earnings of EnergyCo - - 7.6 4.6 - - - -
Loss on Altura contribution - - (3.1) (2.6) - - - -
EnergyCo formation costs - - 0.6 04 - - 34) 1)
Acquisition integration costs - - 2.1 1.3 - - 4.0 24
Financing - - (4.8) 2.9 - - 2.3) (1.5)
Favorable tax decisions - - 8.2 21.0 - - - -
Other - 0.1 (2.5} {t.5) 0.7 (0.6) (2.0} 2.8
Total increase {decrease) § 496 $(0.7) $(0.9) $ 14.5 $ (49.8) $ 0.1 3 3.7 3 16

The Corporate and Other Segment includes consolidation eliminations of revenue and expense between
business segments. After the acquisition of TNMP on June 6, 2005 until the transfer of TNMP’s New Mexico
operations to PNM on January 1, 2007, PNM Electric supplied power to serve TNMP’s New Mexico’s load, which
is eliminated in the Consolidated Statements of Earnings for PNMR. After the transfer of TNMP’s New Mexico
operations to PNM on January 1, 2007, this transaction did not occur, reducing the amount of intersegment revenues
and costs in the Corporate and Other segment in 2007. Beginning June 2005, as a result of the acquisition of TNP,

the Corporate and Other segment also includes the elimination of transactions between TNMP and FCP related to
TNMP’s sale of transmission to FCP.

As part of the business improvement plan to reduce costs and improve processes in future years, initial costs
to achieve these savings such as severance and consulting charges were incurred in 2007. See Note 24. In addition,
consulting and legal costs related to the sale of PNM Gas reduced earnings in 2007.

Results include earnings associated with EnergyCo. Further explanation of equity in earnings of EnergyCo is
shown below. In 2007, these earnings were partially offset by a loss on the contribution of Altura to EnergyCo and
formation costs, which reduced slightly from amounts incurred in 2006.

2006 earnings increased due to the absence of integration costs associated with the acquisitions of TNP and
Twin Oaks that were incurred in 2003.
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lncreased financing charges in 2006 and 2007 resulted from higher short-term borrowings, net of 2005 non-
recurring impacts for refinancing costs related to the acquisition of TNP and issuance of equity-linked units. In
2007, these costs were more than offset by favorable tax decisions regarding previously unrecognized tax benefits,
including a settlement with the IRS that had a $16.0 million non-recurring impact on income taxes. See Note 11.

EnergyCo

The table below summarizes the operating results for EnergyCo:

Year Ended
December 31,
2007
(In millions)
Total operating revenues $2243
Cost of energy 147.3
Gross margin 77.0
Operating expenses 335
Depreciation and amortization 15.6
Operating income 279
Other Income - 0.6
Net interest charges (17.9)
Earnings before income taxes 10.6
Income tax on margin 0.4
Net earnings $ 10.2
50 percent of net earnings $ 5.
Plus amortization of basis difference in EnergyCo 2.5
PNMR Equity in net earnings of EnergyCo 5 7.6

Resulis of operation for EnergyCo primarily include the eamings from the Altura and Altura Cogen
generation stations since the contribution and acquisition of these facilities. Altura was contributed to EnergyCo on
June 1, 2007 and EnergyCo acquired Altura Cogen on August 1, 2007. Both the generation stations had strong
performance during the year, with Altura’s performance relatively flat when compared with the same peried in
2006. EnergyCo also recorded significant start-up costs associated with its formation and the Allra contribution.

Management evaluates the results of operation of EnergyCo on an eamings before interest, income laxes,
depreciation, and amortization (*"EBITDA™) basis. In this evaluation of EnergyCo, management also excludes
purchase accounting amortization included in gross margin related to contracts and emission allowances that was
recorded in accordance with SFAS 141. SFAS 141 requires that EnergyCo individually value each asset and
liability received in the Altura and Altura Cogen transactions and initially record them on its balance sheet at the
determined fair value. For both transactions, this results in a significant amount of amortization for contracts
acquired that were out of market and emission allowances, that while acquired from government programs without
cost to the plants, have significant market value. Amortization related to out of market contracts increased the above
total operating revenues by $36.4 million. Amortization for out of market contracts will continue through the
expiration of each contract, which is 2010 for Alwra and 2021 for Altura Cogen. In addition, cost of energy
includes $2.3 million of amortization related to emission allowances acquired in the transactions. The amortizations
for emission allowances will be recorded as the allowances are used in plant operations, sold or expire.

The contribution of Altura created a basis difference between PNMR’s recorded investment in EnergyCo and
50 percent of EnergyCo’s equity. The PNMR net earnings impact shown below does not equal 50 percent of the
EnergyCo amortization because of this basis difference. While the portion of the basis difference related to contract
amortization will only continue through 2010, other basis differences, including a difference related to emission
allowances, will continue to exist through the life of the Altura plant, Of the basis difference adjustment detailed
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above, $2.6 million of the basis difference relates (o contract amortization, which is offset by $0.1 million related to

the other minor basis difference components.

Future amortization for out of market contracts, emission allowances, and the impact on PNMR earnings is as

follows:
Impacts on Net Earnings
Altura EnergyCo PNMR’s 50
Twin Oaks Cogen Emission percent share PNMR’s PNMR Net
Contract Contract Allowance of EnergyCo Basis in Eamings
Amortization Amortization Amortization Amortizations Amortizations Impact
2008 $ 202 $(18.0) $ (6.0) 5 (19) £ 05 $ (1.4)
2009 12.8 (19.4) {15.0) (10.8) (1.7) (12.5)
2010 2.7 (16.3) (12.4) (13.09 2.7) (15.7)
2011 - (14.7) . (11.5) (13.1) - (13.1y
2012 - 9.4 (10.6) (10.0) - (10.0)
2013 and beyond - (60.0) (100.6) (80.3) - (80.3)
Total 5 357 $(137.8) $(156.1) $(129.1) $ (3.9 $(133.0)

In the table presented above, emission allowances were assumed to be used, sold or expired in the related
vintage year. Since actual usage, sales and expirations will vary from this assumption, future year’s amortization

expense may be different than presented.

LIQUIDITY AND CAPITAL RESOURCES

Statements of Cash Flows

The information concerning PNMR’s cash flows is summarized as follows:

Ycar Ended December 31,

2007/ 2006/
2006 2005
2007 2006 2005 Change Change
(in millions)
Net cash flows from operating
activities $ 2225 $ 2444 $ 2101 $ (21.9) $ 343
Net cash flows from investing
aclivities (73.5) (799.6) (154.3) 726.1 (645.3)
Net cash flows from financing
activities (254.6) 610.4 (4.8) {865.0) 615.2
Net change in cash and cash
equivalents $(105.6) § 552 $ 51.0 $ (160.8) $4.2

The changes in PNMR’s cash flows from operating activities reflects higher coal and purchased power costs
partially offset by higher customer growth, pricing and an income tax refund at TNMP in 2007. Other significant
decreases in cash flow included settlements in 2007 of 2006 TNMP liabilities to REPs related to retail competition
in Texas as ordered under TECA, higher incentive based compensation payouts related to accruals for the previous
year, and five months of cash flows from Twin Oaks versus nine months in 2006. In 2006, PNMR aiso benefited
from retail load growth, an increase in cash collections of net receivables related to higher than normal gas and
market prices at the end of 2005, and twelve months of cash flows at First Choice and TNMP versus seven months
in 2005. Increases were partially offset by weaker PVNGS performance, retail electric rate reductions for PNM and

TNMP and increased interest payments in 2006 related to higher short-term debt.
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The changes in cash flows from investing activities relates primarily to the acquisition of Twin Oaks in 2006,
which was initially financed by short-term debt, without a similar event in 2007. In addition expenditures for utility
plant additions increased, including the Luna plant in 2006 and the purchase of assets underlying a portion of
PVNGS leased by PNM (See Note 2), expansion of Afton, environmental upgrades at SJGS, and higher purchases
of nuclear fuel for PVNGS in 2007. Outflows in 2007 were partially offset by net cash distributions to PNMR from
EnergyCo (See Note 22}, and the proceeds from the sales of utility plant.

Cash flows for financing activities in 2006 is driven by increased common stock issuances to fund
construction. In addition, short-term debt increased in 2006 for financing the acquisition of Twin Oaks, which was
repaid in 2006 and 2007. Shorl-term borrowings were utilized in both 2006 and 2007 to fund construction
expenditures. Cash flows from financing activities in 2007 were also driven by the redemption of long-term debt by
TNMP partially offset by the issuance of PCRBs by PNM.

Capital Requirements

Total capital requirements consist of construction expenditures and cash dividend requirements for both
common and preferred stock. The main focus of PNMR’s current construction program is upgrading genegation
resources, including pollution control equipment, upgrading and expanding the electric transmission and distribution
systems, and purchasing nuclear fuel. Projections for total capital requirements for 2008 are $454.7 million,
including construction expenditures of $379.2 million. Total capital requirements for the years 2008-2012 are
projected to be $2,017.7 million, including construction expenditures of $1,689.1 million. See Commitments and
Contractual Obligations below. »This projection includes $84.3 million for the SIGS environmental project to install
low NOX combustion control and mercury reduction technologies, as well as equipment to increase SO, controls.
These amounts do not include forecasted construction expenditures of EnergyCo. These estimates are under
continuing review and subject to on-going adjustment, as well as to Board review and approval.

During the year ended December 31, 2007, PNMR utilized cash generated from operations and cash on hand,
as well as its liquidity arrangements and distributions from EnergyCo, to meet its capital requirements and
construction expenditures.

As discussed in Note 22, PNMR received cash distributions from EnergyCo aggregating $362.3 million
during 2007, EnergyCo also purchased an electric generaling plant in August 2007 for $477.9 million, after
working capital adjustments, for which PNMR and ECJV each made cash contributions to EnergyCo of $42.5
million. In addition, EnergyCo has announced an agreement for the co-development of an additional generating unit
for which its share of the construction costs is anticipated to be approximately $215 million, including financing
costs. PNMR currently anticipates that the remaining amounts of financing for these EnergyCo projects will be
obtained from EnergyCo’s credit facility. To the extent EnergyCo’s credit facility should be insufficient to finance
the current projects, PNMR and ECJV may, at their option, provide additional funds to EnergyCo. Likewise, if
EnergyCo undertakes additional projects, which require funds that would exceed the capacity of its current credit
facility and EnergyCo is unable to obtain additional financing capabilities, PNMR and ECJV may be asked to
provide additional funding, but such funding would be at the option of PNMR and ECJV. PNMR is unable to
predict if additicnal funding will be required or, if required, the amount or timing of additional funds that would be
provided to EnergyCo.

On April 18, 2006, PNMR borrowed $480.0 million under a bridge loan facility for temporary financing of
the Twin Oaks acquisition. PNMR repaid $230.5 million of the bridge loan prior to December 31, 2006 and repaid
the balance of $249.5 million at its maturity on April 17, 2007. As discussed in Note 6, TNMP redeemned $100
million of its senior unsecured notes using funds from PNMR. In addition, PNMR received $12.1 million from
draws under the $20.0 million of PCRBs issued by the City of Farmington, New Mexico during the year ended
December 31, 2007.

PNMR and PNM had an aggregate of $23.8 million of commercial paper outstanding and $607.0 mitlion of
borrowings under revolving credit facilities as of February 18, 2008. PNMR, including its subsidiaries, also has
$616.6 million in senior unsecured notes and $347.3 miilion in equily-linked units (which include a debt
component) that will come due through 2012, of which $448.9 million in unsecured notes is due in 2008,
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PNMR’s equity-linked units contain mandatory obligations under which the holders are required to purchase
$347.3 million of PNMR equity securities in 2008. The equity-linked units also provide that, prior to settlement of
those purchase obligations, the debt component of the equity-linked units, which is scheduled to mature in 2010,
will be remarketed. If the remarketing is successful, the debt may be extended to dates selected by PNMR, within
specified limits, and the interest rates will be adjusted to the current rates at that date. If the remarketing of the debt
is not successful, the hoiders of the equity-linked units may satisfy their obligations to purchase PNMR equity
securities by tendering the debt to PNMR. The effect of these terms is that, if the remarketing is successful, PNMR
would receive $347.3 million in cash for its equity securities and the debt would continue to mature in 2010 or such
later date selected by PNMR in the remarketing. If the remarketing is not successful, the issuance of PNMR equity
securities would offset the retirement of the debt without requiring payment in cash by PNMR. Although there can
be no assurance, PNMR expects the remarketing of the debt will be successful.

As discussed in Note 2, on January 12, 2008, PNM reached a definitive agreement to sell its natural gas
operations, which comprise the PNM Gas segment, for $620 million in cash. In a separate transaction that is
conditioned upon the sale of the natural gas operations, PNMR will acquire the Texas electric distribution and
transmission business of the purchaser of the gas operations for $202.5 million in cash. PNMR expects to use the
net proceeds of these transactions to retire debt, fund future electric capital expenditures and for other corporate
purposes. '

In addition to cash anticipated o be received from the equity-linked units, the transactions described above
and its internal cash generation, the Company anticipates that it will be necessary to obtain additional long-term
financing in the form of debt refinancing, new debt, and/or new equity in order to fund its capital requirements and
the repayment of senior unsecured notes during the 2008-2012 period. To the extent the cash anticipated to be
received from the equity-linked units is not received, the need for new financing will be increased.

At December 31, 2007, the Company had short-term debt outstanding of $665.9 million. In addition, the
Company has scheduled maturities of long-term debt aggregating $450.8 million in 2008. the Company is exploring
financial alternatives to meet these obligations. The Company currently believes that its internal cash generation,
credit arrangements, and access to capital markets will provide sufficient resources to meet the Company’s capital
requirements and retire or refinance its senior unsecured notes at maturity. To cover the difference in the amounts
and timing of cash generation and cash requirements, the Company intends to use short-term borrowings under its
current and future liquidity arrangements.

On February 26, 2008, the Board of Directors of TNMP authorized TNMP to enter into a proposed 3150
million short-term bank loan agreement with two banks. The terms of the bank loan are subject to final negotiation
and execution of a loan agreement. TNMP intends to use the proceeds of the bank loan to redeem the remaining
$148.9 million of its 6.125% senior unsecured notes prior to the maturity date of June 1, 2008, TNMP plans to
ultimately replace the $150 million short-term bank loan by issuing long-term debt in the form of additional senior
unsecured notes. '

Liquidity

PNMR’s liquidity arrangements include the PNMR Facility and the PNM Facility both of which primarily
expire in 2012. These facilities provide short-term borrowing capacity and also allow letters of credit to be issued,
which reduce the available capacity under the facilities. Both PNMR and PNM also have lines of credit with local
financial institutions.

PNMR has a commercial paper program under which it may issue commercial paper for up to 270 days and
PNM has a commercial paper program under which it may issue commercial paper for up to 365 days. The
commercial paper is unsecured and the proceeds are used for short-term cash management needs. The PNMR
Facility and the PNM Facility serve as support for the outstanding commercial paper. Operationally, this means the
aggregate borrowings under the commercial paper program and the revolving credit facility for each of PNMR and
PNM cannot exceed the maximum amount of that entity’s revolving credit facility.
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A summary of these arrangements as of February 18, 2008 is as follows:

PNM PNMR PNMR
Separate Separate Consolidated
(In miilions)
Financing Capacity:
Revolving credit facility 8 400.0 $ 600.0 $ 1,000.0
Local lines of credit 13.5 15.0 28.5
Total financing capacity ) 413.5 $ 615.0 $ 1,028.5
Commercial paper program maximum $ 300.0 $ 400.0 $ 700.0
Amounts outstanding as of February 18, 2008;
Commercial paper program $ - s 238 $ 238
Revolving credit facility 280.0 327.0 607.0
Local lines of credit - - -
Total short-term debt outstanding 280.0 350.8 : 630.8
Letters of credit 3.1 39.2 42.3
Total short term-debt and letters of credit$ 283.1 $ 390.0 $ 673.1
Remaining availability as of February 18,2008 $ 1304 % 225.0 3 3554

The remaining availability under the revolving credit facilities varies based on a number of factors, including
the timing of collections of accounts receivables and payments for construction and operating expenditures.
Between January 1, 2008 and February 18, 2008, availability averaged $242.1 million under the PNMR Facility and
$95.7 million under the PNM Facility. During the same period, cash balances averaged $0.7 million at PNMR
{(parent company only} and $23.0 million at PNM .

PNMR has a universal shelf registration statement filed with the SEC for the issuance of debt securities and
equity securities, preferred stock, purchase contracts, purchase contract units and warrants. As of December 31,
2007, PNMR had approximately $400.0 million of remaining unissued securities under this universal shelf
registration statement. In addition, in August 2006, PNMR filed a new shelf registration statement with the SEC for
equity securities. This new registration statement can be amended at any. time to include additional securities of
PNMR. As a result, this new shelf reglstratlon statement has unlimited availability, subject to certain restrictions
and limitations.

Pursuant to the terms of the PNM Direct Plan, PNMR began offering new shares of PNMR common stock
through the ptan beginning June 1, 2006. In August 2006, PNMR entered into an equity distribution agreement to
offer and sell up to 8.0 million shares of PNMR common stock from time to time. The agreement provides that
PNMR will not sell more shares than needed for the aggregate gross proceeds from such sales to reach $200.0
million. Through December 31, 2007, PNMR had sold a combined total of 2.1 million shares of its common stock
through the PNMR Direct Plan and the equity distribution agreement for net proceeds of $58.5 million. PNMR has
no current plans to use 1ts equity distribution agreement.

PNM has a universal shelf registration statement filed with the SEC for the issuance of debt securities, equity
securities, preferred stock, purchase contracts, purchase contract units and warrants. As of December 31, 2007,
PNM had approximately $200.0 million of remaining unissued securities registered under this shelf registration
statement.
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Information concerning PNMR’s common stock dividends, and recent financing activities is contained in
Note 5 and Note 6.

PNMR’s ability, if required, to access the capital markets at a reasonable cost and to provide for other capital
needs is largely dependent upon its ability to earn a fair return on equity, its results of operations, its credit ratings,
its ability to obtain required regulatory approvals and conditions in the financial and wholesale markets. Financing
flexibility is enhanced by providing a high percentage of total capital requirements from internal sources and having
the ability, if necessary, to issue long-term securities and to obtain short-term credit.

In April 2007, Moody’s changed the credit outlook of PNMR, PNM, and TNMP to negative from stable. In
December 2007, S&P downgraded the ratings of the long-term securities of PNMR, PNM, and TNMP, maintained
the rating on short-term securities, and changed the outlook to stable from negative. In January 2008, Moody’s
placed PNMR, PNM, and TNMP on review for possible downgrade. The ratings action by S&P has increased short-
term borrowing costs for PNMR and PNM and could increase long-term borrowing costs for PNMR and PNM. As
of December 31, 2007, ratings on the Company’s securities were as follows:

PNMR PNM TNMP

S&P

Senior unsecured notes BB+ BBB- BBB-

Commercial paper A3 A3 *

Preferred stock * BB *
Moody's

Senior unsecured notes Baa3l . Baa?2 Baa3

Commercial paper P3 P2 *

Preferred stock * Bal *

* Not applicable

Investors are cautioned that a security rating is not a recommendation to buy, sell or hold securities, that it is
subject to revision or withdrawal at any time by the assigning rating organization, and that each rating should be
evaluated independently of any other rating.

Off-Balance Sheet Arrangements

PNMR’s off-balance sheet arrangements include PNM’s operating lease obligations for PVNGS Units 1 and
2, the EIP transmission line and the entire output of Delta, a 132 MW gas-fired generating plant.

In 1985 and 1986, PNM consummated sale and leaseback transactions for its interest in PYNGS Units 1 and
2. The original purpose of the sale-leaseback financing was to lower revenue requirements and to levelize the
ratemaking impact of PVNGS being placed in-service. The lease payments reflected lower capital costs as the
equity investors were able to capitalize the investment with greater leverage than PNM and because the sale
transferred tax benefits that PNM could not fully utilize. Under traditional ratemaking, the capital costs of
ownership of a major rate base addition, such as a nuclear plant, are front-end loaded. The revenue requirements are
high in the initial years and decline over the life of the plant as depreciation occurs. On the other hand, the lease
payments are level over the lease term.

Additionally, in 1996, PNM entered into an operating lease agreement for the rights to all the output of the
Delta generating plant for 20 years. The gas turbine generating unit is operated by Delta, which is a variable interest
entity. See Note 9. The plant is mainly used as a peaking plant to meet peak load requirements.

These arrangements help ensure PNM the availability of lower-cost generation needed to serve customers.

For reasons similar to the above, PNM built and sold the EIP Transmission Line in sale and leaseback
transactions in 1985. The ELP line is 216 miles tong and runs from near Albuquerque lo the Texas-New Mexico
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border. It is a 345kv line with a capacity of 200 MW and is one of two interconnections in New Mexico linking the
Western regional electrical grid with the West Texas grid. PNM currentdy owns 60% and operates 40% of the EIP
line under the terms of a lease agreement extending into 2015 with renewal and a fair market value purchase option.

In addition to operating costs, PNM is required to make payments under these leases as follows:

Delta
PVYNGS Person
Units 1&2 EIP PPA Total

2008 $18,586 S 714 § 5956 $ 25,256
2009 16,434 136 5,956 22,526
2010 15,249 204 5,956 21,409
2011 16,071 152 5,956 22,179
2012 27,853 582 5,956 34,391
Thereafter 90,536 7,112 45,164 142,812
Total $184,729 $ 8,900 $74,944 $268,573

See Sources of Power and Note 7 for additional information.

As described in Note 6, in 2005 PNMR issued both public and private equity-linked units. Each of the units
consists of a debt component and a purchase contract for PNMR’s equity securities. The purchase contracts are
forward ftransactions in the equity securities of PNMR that are not considered derivatives. PNMR recorded
liabilities for the present value of the contractual payments it is required to make under the forwards. At December
31, 2007, the remaining liability is $4.0 million. The equity-linked units provided capital infusion at the date of their
sale and are anticipated to provide additional capital upon settlement of the forward contracts.

Commitments and Contractual Obligation's

The following table sets forth PNMR’s long-term contractual obligations as of December 31, 2007, See also
Note 7 for further details about the Company’s significant leases, including those for PNM and TNMP:

Payments Due

2013 and
Contractual Obligations 2008 2009 -2010 2011 - 2012 Thereafter Total
(In thousands)
Long-term debt (a) (e) $ 450,826 519,069 § 7,170 $ 705,870 Sl,68i,935
Interest on tong-term debt (b) (e} 87,540 116,280 83.802 452,020 739,642
Equity-linked units forward contracts 3,960 - - - 3,960
Interest on forward contracts 43 - - - ' 43
Operating leases (f) 35114 58,224 63,905 142,345 299,588
PPAs (f) 52911 115,319 90,222 433,067 691,519
Coal contracts (¢) 53,336 110,756 117,485 295,679 577,256
Customer care outsourcing 17,811 35,439 34,986 52,479 140,715
Retiree medical 994,530 1,989,060 1,989,060 - 4,972,650
Other purchase obligations (d) 379,200 681,100 628,800 - 1,689,100
Total (g) $£2,075,271 $3,625,247 $3,015,430 $2,081,460 $10,797,408

{a) Represents total long-term debt excluding unamortized discount of $0.3 million.

{b) Represents annual interest expense.

(c) Represents only certain minimum payments that may be required under the coal contracts if no deliveries
are made.

(d) Represents forecasted capital expenditures, under which substantial commitments have been made. The
Company only forecasts capital expenditures for the next five years. Budgeted construction expenditures
for PNM Gas, which is anticipated to be sold near the end of 2008, are included in the 2008 amount
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above, but budgeted expenditures for 2009 to 2012 totaling $147.7 million are not included. Similarly,
budgeted construction expenditures for CRHC, which is anticipated to be acquired near the end of 2008,
totaling $54.8 million are included in the 2009 to 2012 amounts above, but no amounts are included for
2008.

(e} Long-term debt and interest do not reflect any adjustments for the anticipated remarketing of the senior
notes included in the equity-linked units (Sec Note 6).

(f) Operating leases includes $3.2 million for the Tri-State Pyramid Unit 4 contract, which is classified as an
operating lease, and $104.0 million for the Tri-State Springerville PPA, both of which are under contract
to be sold. '

(g) PNMR is unable to reasonably estimate the timing of FIN 48 liability and interest payments in individual
years due to uncertaintics in the timing of the effective settlement of tax positions. Therefore, PNMR’s
FIN 48 liability of $18.6 million and FIN 48 interest payable of $2.4 million are not reflected in this
table.

Contingent Provisions of Certain Obligations

PNMR, PNM and TNMP have a number of debt obligations and other contractual commitments that contain
contingent provisions. Some of these, if triggered, could affect the liguidity of the Company. PNMR, PNM or
TNMP could be required to provide security. immediately pay outstanding obligations or be prevented from drawing
on unused capacity under certain credit agreements if the contingent requirements were to be triggered. The most
significant consequences resulting from these contingent requirements are detailed in the discussion below.

The PNMR Facility and the PNM Facility contain “ratings triggers,” for pricing purposes only. If PNMR or
PNM is downgraded or upgraded by the ratings agencies, the result would be an increase or decrease in interest cost,
respectively. [n addition, these facilities contain contingent requirements that require PNMR and PNM to maintain
debt-to-capital ratios, including the present value of payments under the PVNGS and EIP leases as debt, of less than
65%. If the such ratio were to exceed 65%, the entity could be required to repay all borrowings under its facility, be
prevented from drawing on the unused capacity under the facility, and be required to provide security for all
outstanding letters of credit issued under the facility.

If a contingent requirement were to be triggered under the PNM Facility resulting in an acceleration of the
outstanding loans under the PNM Facility, a cross-default provision in the PVNGS leases could occur if the
accelerated amount is not paid. If a cross-default provision is triggered, the lessors have the ability to accelerate
their rights under the Icases, including acceleration of all future lease payments.

PNM's standard purchase agreement for the procurement of gas for its retail customers and fuel needs
contains a contingent requirement that could require PNM to provide security for its gas purchase obligations if the
seller were to reasonably believe that PNM was unable to fulfill its payment obligations under the agreement,

 The master agreement for the sale of electricity in the WSPP contains a contingent requirement that could
require PNM to provide security if its debt were to fall below investment grade rating. The WSPP agreement also
contains a contingent requirement, commoniy called a material adverse change provision, which could require PNM
1o provide security if a material adverse change in its financial condition or operations were to occur.

Additionally, both PNM and FCP utilize standard derivative contracts to financially hedge and trade encrgy.
These agreements contain contingent requirements that could require PNM or PNMR 1o provide security if its debt
were 1o fall below investment grade rating.

No conditions have occurred that would result in any of the above contingent provisions being implemented.
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Capital Structure

The capitalization tables below include the current maturities of long-term debt, but do not include operating
leasc obligations as debt. The tables for PNM and TNMP reflect the transfer of TNMP’s New Mexico operations as
of January 1, 2007, which decreased the common equity of TNMP and increased the common equity of PNM. This
transfer had no impact on PNMR. Sec Note 14.

December 31,

PNMR 2007 2006
Common equity 50.0% 49.0%
Preferred stock of subsidiary 0.3% 0.3%
Long-term debt 49.7% 50.7%

Total capitalization 100.0% 100.0%

PNM
Common equity 57.8% 54.4%
Preferred stock 0.5% 0.5%
Long-term debt 41.7% 45.1%

Total capitalization 100.0% 100.0%

TNMP
Common equity 57.8% 55.0%
Long-term debt 42.2% 45.0%

Total capitalization © o 100.0% 100.0%

OTHER ISSUES FACING THE COMPANY
Climate Change Issues

Climate change increasingly is a concern for the energy industry. Although there continues to be significant
debate around the issue, scientific evidence suggests that the emission of so-called greenhouse gases {particularly
CO2) from fossi fuel-fired generation facilities is a contributing factor. The Company is a founding member of the
United States Climate Action Partnership (“USCAP"), a group of businesses and leading environmental
organizations calling on the federal government 1o quickly enact strong national legislation to require significant
reductions of greenhousce gas emissions. USCAP has issued a landmark set of principles and recommendations to
underscore the urgent need for a policy framework on climate change. The Company intends to continue working
with this group and with others in order to best address this challenging issue.

The Company believes that future governmental legislation applicable to the Company’s operations will limit
emissions of greenhouse gases, although at this point the Company cannot predict with any level of certainty what
form such future legislation will take or when they will become effective. There have been a number of bills
introduced in Congress dealing with climate change and committees in both the House and Senate are conducting
hearings to consider various approaches to deal with the issue. Approaches under consideration include limitations
on the amount of greenhouse gases that can be emitted (so called “caps™) together with systems of trading permitted
emissions capacities. Such a system could require the Company to reduce emissions, although current technology is
not available for efficient reduction. Emissions also could be taxed independently of limits. Although the Company
cannot predict what form legisiation may ultimately take, it is likely that the Company will incur substantial costs in
order to comply, assuming that technology is available.
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The NMPRC issued an order on June 19, 2007, requiring that New Mexico utilities factor a standardized cost
of carbon emissions into their integrated resource plans using prices ranging between $8 and $40 per metric ton of
CO2 emitted. Pursuant to New Mexico law, utility integrated resource plans must be submitted every three years to
evaluate renewable energy, energy efficiency, load management, distributed generation and conventional supply-
side resources on a consistent and comparable basis, taking into consideration risk and uncertainty of fuel supply,
price volatility and costs of anticipated environmental regulations in order to identify the most cost-effective
portfolio of resources to supply the energy needs of customers. Under the NMPRC order, starting with each utility’s
next required filing of its integrated resource ptan, each utility must analyze these standardized prices as projected
operating costs with respect to years 2010 and thereafter. The Company’s next integrated resource plan is due to be
filed with the NMPRC in July 2008. Reflecting the developing nature of this issue, the NMPRC order states that
these prices may be changed in the future to account for additional information or changed circumstances. The

Company is required, however, to use these prices for planning purposes, and the prices may not reflect the costs
that it ultimately will tncur.

On February 26, 2007 five western states (Arizona, California, New Mexico, Oregon and Washington)
entered into an accord, called the Western Regional Climate Action Initiative (the “Initiative™), to reduce greenhouse
gas emissions from automobiles and certain industries, including utilities. Since then, Utah, British Columbia and
Manitoba have joined the Initiative. The Initiative requires the states and provinces signing the accord to work
together to set a regional emissions goal within nine months and develop a specific plan to meet the goal within
eighteen months. [n August 2007 the Initiative signors announced a regional greenhouse gas reduction goal of 15%
below 2005 levels by 2020 for the participating states and provinces, The Company is monitoring the impact of this
[nitiative.

The Company expects the regulation of greenhouse gas emissions to have a material impact on its operations,
but it is premature to attempt to quantify the possible costs of these impacts.

Other Matters

See Notes 16, 17 and 18 for a discussion of commitments and contingencies, rate and regulatory matters and
environmental issues facing the Company.

CRITICAL ACCOUNTING POLICIES AND ESTIMATES

The preparation of financial statements in accordance with GAAP requires management to apply accounting
policies and to make estimates and judgments that best provide the framework to report the results of operations and
financial position for PNMR, PNM and TNMP. As a result, there exists the likelihood that materially different
amounts would be reported under different conditions or using different assumptions. Management has identified the
following accounting policies that it deems critical to the portrayal of the financial condition and results of
operations and that involve significant subjectivity. The following discussion provides information on the processes
utilized by Management in making judgments and assumptions as they apply to its critical accounting policies.

.Unbilled Revenues

As discussed in Note 1, the Company's subsidiaries record unbilled revenues representing management's
assessment of the estimated amount customers will be billed for services rendered between the meter-reading dates
in a particular month and the end of that month. Management estimates unbilled revenues based on sales recorded in
the billing system, taking into account weather impacts. The method is consistent with the approach to normalization
employed for rate case billing determinants and the load forecast. To the extent the estimated amount differs from
the amount subsequently billed, revenues will be affected. Unbilled revenues are separately reported on the
Consolidated Balance Sheets of PNMR, PNM and TNMP.
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Regulatory Accounting

The Company is subject to the provisions of SFAS 71, as discussed in Note |. Accordingly, the Company's
uttlity subsidiaries, PNM and TNMP, have recorded assets and liabilities on the Consolidated Balance Sheets
resulting from the effects of the ratemaking process, which would not be recorded under GAAP for non-regulated
entities. The Company's continued ability to meet the criteria for application of SFAS 71 may be affected in the
future by competitive forces and restructuring in the electric industry. In the event that SFAS 71 no longer applies to
all or a separable portion of the Company's operations, the related regulatory assets and liabilities would be written
off unless an appropriate regulatory recovery mechanism is provided. '

The Company evaluates whether or not recovery of our regulatory assets through future rates is probable and
make various assumptions in our analyses. The expectations of future recovery are generally based on orders issued
by regulatory commissions or historical expérience, as well as discussions with applicable regulatory authorities. [f
future recovery of these costs ceases to be probable, the utility would be required to record a charge in current period

_earnings for the portion of the costs that were not recoverable.

Impairments

Tangible long-lived assets and amortized intangible assets are evaluated for impairment when events and
circumstances indicate that the assets might be impaired in accordance with SFAS 144. These potential impairment
indicators include management's assessment of fluctuating market conditions as a result of industry deregulation;
planned and scheduled customer purchase commitments; future market penetration; fluctuating market prices
resulting from factors including changing fuel costs and other economic conditions; weather patierns; and other
market trends. The amount of impairment recognized is the difference between the fair value of the asset and the
carrying value of the asset and would reduce both the asset and current period earnings.

Goodwill and unamortized intangible assets are evaluated for impairment at least annually, or more
frequently if events and circumstances indicate that the goodwill and intangible assets might be impaired. Amortized
other intangible assets are evaluated for impairment in accordance with SFAS 144 when events and circumstances
indicate that the assets might be impaired.

Variations in the assessment of potential impairment or in the assumptions used to calculate an impairment
could result in different outcomes which could invariably, lead to significant effects on the consolidated financial
statements. '

Decommissioning Costs

Accounting for decommissioning costs for nuclear and fossil-fuel generation involves significant estimates
related to costs to be incurred many years in the future after plant closure. Changes in these estimates could
significantly impact PNMR's and PNM's financial position, results of operations and cash tlows. PNM owns and
leases nuclear and fossil-fuel generation facilities that are within and outside of its retail service areas. In accordance
with SFAS 143, PNM is only required to recognize and measure decommissioning liabilities for tangible long-lived
assets for which a legal obligation exists. Adoption of SFAS 143 changed the method of accounting for both nuclear
generation decommissioning and fossil-fuel generation decommissioning. Nuclear decommisstoning costs are based
on site-specific estimates of the costs for removing all radioactive and other siructures at the site. PYNGS Unit 3 is
excluded from PNM's retail rates while PVNGS Units | and 2 are included. PNM collects a provision for ultimate
decommissioning of PVNGS Units 1 and 2 in its rates and recognizes a corresponding expense and liability for these
amounts. PNM believes that it will continue to be abie to collect in rates for its legal asset retirement obligations for
nuclear generation activities included in the ratemaking process. Asset retirerment obligations and nuclear
decommissioning costs are discussed in Note 15,

Derivatives

The Company follows the provisions set forth under SFAS 133. SFAS 133 establishes accounting and
reporting standards requiring derivative instruments to be recorded in the balance sheet as either an asset or liability
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measured at their fair value. SFAS 133 also requires that changes in the derivatives' fair value be recognized
currently in earnings unless specific hedge accounting or normal purchase and sale criteria are met. Special
accounting for qualifying hedges requires that a company must formally document, designate, and assess the
effectiveness of transactions that receive hedge accounting. These rules allow derivative gains and losses for fair-
value hedges to offset related results on the hedged item in the statement of earnings. SFAS 133 provides that the
effective portion of the gain or loss on a derivative instrument designated and qualifying as a cash flow hedging
instrument be reported as a component of other comprehensive income and be reclassified into earnings in the
period during which the hedged forecasted transaction affects earnings. The results of hedge ineffectiveness and the
change in fair value associated with certain components of a derivative that an entity has chosen to exclude from
hedge effectiveness are required to be presented in current earnings.

Pension and Other Postretirement Benefits

PNMR and its subsidiaries maintain qualified defined benefit pension plans, postretirement benefit plans
providing medical and dental benefits, and executive retirement programs. The net periodic benefit income (cost)
and the calculation of the projected benefit obligations are both recognized in the Company’s financials statements
and depend on investment performance, the level of contributions made to the plans, and employee demographics.
They both require the use of a number of actuarial assumptions and estimates. The most critical of the actuarial
assumption are the expected long-term rate of return, the discount rate, and projected heaith care cost trend rates.
The Company reviews and evaluates its actuarial assumptions annually and adjusts them as necessary.

In developing the expected long-term rate of return assumption, the Company reviews of asset class return
expectations and performance, long-term inflation assumptions, and asset return assumption surveys. As a result of
this information, the long-term rate was adjusted downward slightly at December 31, 2007 from the prior year to
reflect the slight decline in market performance. The discount rate that the Company utilizes for determining future
pension and postretirement obligations is based on a review of long-term high-grade bonds, actuarial input regarding
bonds with cash flows matching the expected payments to be made under the plans, and management's expectations.
As a result of this review, the Company adjusted the discount rate for the PNM Plans and TNMP Plans upward at
December 31, 2007 from the previous year to reflect higher bond yields. The Company reviews actual health cost
trends and actuarial input including projected future medical trends and medical trend surveys in establishing health
care cost trend rates. Based on this review, the initial trend year was established at December 31, 2006 at a 10%
increase in health care costs and declines yearly until it reaches 5% annual increase in health care costs. This trend
was reviewed and set at 9% on December 31, 2007 following the paltern established.

Note 12 contains further details about the effects of current year assumptions and actual experience as well as
other information regarding sensitivities and asset allocations.

Accounting for Contingencies

The financial results of the Company may be affected by judgments and estimates related to loss
contingencies. A significant contingency the Company accounts for is the loss associated with uncollectible trade
accounts receivable. The determination of bad debt expense is based on factors such as historical write-off
experience, aging of accounts receivable balances, regulatory rulings and general economic conditions and customer
-behavior.

Contingencies related to litigation also require the use of significant judgment and estimation. The Company
attempts to take mto account all know factors when determining the proper accrual, however the actual cutcomes
can vary from the amount accrued.

Income Taxes

The Company’s income tax expense and related balance sheet amounts involve significant judgment and use
of estimates. Amount of deferred income tax assets and liabilities, as well as current and noncurrent accruals,
involve judgment and estimates related to timing and probability of the recognition of income and deductions by
taxing authorities. In addition, some temporary differences are accorded flow-through treatment by the Company’s
regulators and impact the Company’s effective tax rate. In assessing the likelihood of the realization of deferred tax
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assets, management considers the estimated amount and character of future taxable income. Actual income taxes
could vary from estimated amounts due to the future impacts of various items, including changes in income tax
laws, the Company’s forecasted financial condition and results of operations in future periods, as well as the final
review from taxing authorities.

Market Risk
kS

See Item 7A. Quantitative and Qualitative Disclosure About Market Risk for discussion regarding the
Company's accounting policies and sensitivity analysis for the Company's financial instruments and derivative
energy and other derivative contracts.

MD&A FOR PNM
RESULTS OF OPERATIONS
YEARS ENDED DECEMBER 31, 2007, 2006 AND 2005
PNM’s continuing operations are presented in the PNM Electric segment and is identical to the segment

presented above in Resulis of Operations for PNMR. PNM’s discontinued operations are presented in the PNM Gas
segment, which is identical to the total earnings from discontinued operations, net of income taxes, shown on the
Consolidated Statements of Earnings for both PNM and PNMR. See Note 23

The effective tax rate for continuing operations was 32.42% in 2007, 35.21% in 2006 and 29.26% in 2005.

The effective tax rate for PNM Gas discontinued operations was 40.12% in 2007, 39.63% in 2006 and 39.72% in
2005.

A-63




MD&A FOR TNMP
RESULTS OF OPERATIONS

TNMP operates in one reportable segment, TNMP Electric, as presented above in Results of Operations for
PNMR. However, results presented in TNMP Electric only include post-acquisition amounts after June 5, 2005 and
do not include pre-agguisition amounts from January 1 through June 5, 2005. See Note 2. Additionally, effective
January 1, 2007 TNMP’s New Mexico operations were transierred to PNM Electric and are reported as discontinued
operations in TNMP’s Consolidated Statement of Earnings for 2005 and 2006. These operations are not presented
as discontinued in PNMR segment presentation.

YEAR ENDED DECEMBER 31, 2007 COMPARED TO YEAR ENDED DECEMBER 31, 2006
and
YEAR ENDED DECEMBER 31, 2006 COMPARED TO YEAR ENDED DECEMBER 31, 2005

The table below summarizes the significant changes to operating revenues, gross margin, earnings before
income taxes, and net earnings:

2007/2006 Change 2006/2005 Change
Earnings Earnings
Before . Before
Total Gross Income Net Total Gross Income Net
Revenues  Margin Taxcs Earnings Revenues Margin Taxes Earnings
(In millions} (In millions)

Retail growth $ 4.1 $ 4.1 $ 4.1 $ 27 5009 $09 $ 09 § 08
Rate decrease/synergy savings - - 1S 1.0 (2.4) (2.4) (3.9) (2.5)
PUCT order 16.4 16.4 39 25 1.5 1.5 54 3.5
Rate case expenses - - - - - - 44 29
Operational costs - - (1.7) (1.1} - - (11.4) (7.4)
Debt reduction - - 3.0 2.0 - - 0.4 0.2
Discontinued operations - - - (3.6) - - - {1.3)
2.0 0.1 0.4 {0.8) 1.9 (0.7) (3.1) (1.0)

Tétal increase (decrease) $ 225 $ 20.6 $ 11.2 $ 2.7 $ 1.9 (0.7 5(7.3) $(1i.0)

In 2007, a 1.4% increase in the average customer count, higher per-customer usage and colder temperatures
early in the year were partially offset by milder temperatures during the cooling season. In 2006, a 2.0% increase in
the average customer count was mostly offset by reduced usage from milder temperatures.

2006 earnings were reduced by a full year of decreased rates in conjunction with the acquisition beginning
in May 2005, in addition to synergy savings credits to customers beginning in July 2005, The return of synergy
savings credits to customers ended in June 2007, resulting in an increase to net earnings in 2007 when compared to
2006.

The PUCT issued a signed order on November 2, 2006 related to the stranded costs incurred by TNMP as
part of the deregulation of the Texas energy market and the associated carrying charges. This PUCT order resulted
in a net increase to revenues, partially offset by increased amortization expenses. In 2006, carrying charges
associated with the stranded costs increased $4.1 million to a total of $7.0 million of income in 2006 that did not
recut in 2007, as charges began to be collected in December 2006, Also in 2006, costs were decreased by the
deferral of $5.0 million of rate case expenses that are also being collected through the PUCT order.

Operational costs include expenses for materials and supplies, self-insurance and depreciation as well as
shared services, employee labor, and pension and benefit costs. In 2007, increases in these costs were partially
offset by reductions in incentive-based and stock-based compensation costs and a decrease in property taxes. In
2006, these costs increased primarily due to a full year of shared services costs after the acquisition by PNMR on
June 6, 2005,
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A reduction of long-term debt in 2007 resulted in decreased interest expenses.

Earmnings from discontinued operations decreased from 2007 to 2006 due to the transfer of these operations
to PNM effective January 1, 2007. Earnings from discontinued operations decreased during 2006 primarily due to
the reduction in rates effective January 2006 related to the acquisition and a full year of shared services costs.

Other changes in 2007 include an increase in transmission sales prices regulated by the PUCT, which was
more than offset by an increase in purchase prices to other transmission providers. In 2006, the increase in
transmission purchase prices more than offset the increase in sales prices, resulting in a net decrease to margin.
Additionally in 2006, interest expenses increased related to a customer clawback. In 2007, TNMP incurred
severance and consulting costs related to PNMR’s business improvement plan.

The effective tax rate for TNMP continuing operations was 36.64% in 2007, 32.32% in 2006 and 35.46%
in 2005. The increased rate in 2007 reflects the addition of the Texas margin tax to income tax rates in 2007, Prior
to 2007, Texas had a franchise tax that was included in operating expenses. The effective tax rate for TNMP
discontinued operations was 30.18% in 2006 and 35.67% in 2005.

ITEM TA. QUANTITATIVE AND QUALITATIVE DISCLOSURE ABOUT MARKET RISK

PNMR controls the scope of its various forms of risk through a comprehensive set of policies and procedures
and oversight by senior level management and the Board. The Board’s Finance Committee sets the risk limit
parameters. The RMC comprises corporate and business segment officers and other managers and oversees all of
the risk management activities, which include commeodity price, credit, equity, interest rate and business risks. The
RMC has oversight for the ongoing evaluation of the adequacy of the risk control organization and policies. PNMR
has a risk control organization, headed by an Executive Director of Financial Risk Management, which is assigned
responsibility for establishing and enforcing the policies, procedures and limits and evaluating the risks inherent in
proposed transactions, on an enterprise-wide basis.

The RMC’s responsibilities specifically include: establishment of a general policy regarding risk exposure
levels and activities in each of the business segments; authority to approve the types of instruments traded; authority
to establish a general policy regarding counterparty exposure and limits; authorization and delegation of transaction
limits; review and approval of controls and procedures; review and approval of models and assumptions used to
calculate mark-to-market and risk exposure; authority to approve and open brokerage and counterparty accounts;,
review of hedging and risk activities; and quarterly reporting to the Board and its Finance Committee on these
acuvities.,

The RMC also proposes risk limits, such as VaR and EaR, to the Finance Committee. The Finance
Committee ultimately sets the Company's risk timits.

It is the responsibility of each business segment to create its own control procedures and policies within the
parameters established by the Finance Commitiee. The RMC reviews and approves these policies, which are
created with the assistance of the Corporate Controller, Director of Internal Audit and the Executive Director of
Financial Risk Management. Each business segment’s policies address the following controls: authorized risk
exposure limits; authorized instruments and markets, authorized personnel; policies on segregation of duties;
policies on mark-to-market accounting; responsibilities for deal capture; confirmation procedures; responsibilities
for reporting results; statement on the role of derivative transactions; and limits on individual transaction size
(nominal value). )

To the extent an open position exists, fluctuating commodity prices can impact financial results and financial
position, either favorably or unfavorably. As a result, the Company cannot predict with certainty the impact that its
risk management decisions may have on its businesses, operating results or financial position.

Accounting for Derivatives

Under derivative accounting and related rules for energy contracts, the Company accounts for its various
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derivative instruments for the purchase and sale of energy differently based on the Company’s intent. Energy
contracts that meet the definition of a derivative under SFAS 133 and do not qualify for the normal sales and
purchases exception are recorded on the balance sheet at fair value at each period end. The changes in fair value are
recognized in earnings unless specific hedge accounting criteria are met. Should an energy transaction qualify as a
cash-flow hedge under SFAS 133, fair value changes are recognized on the balance sheet with a corresponding entry
in other comprehensive income to the extent effective.  Amounts included in OCI are reclassified into results of
operations when the hedge transaction settles. Derivatives that meet the normal sales and purchases exception
within SFAS 133 are not marked to market but rather recorded in results of operations when the underlying
transaction effects earnings. The contracts recorded at fair value that do not qualify for hedge accounting are
classified as trading transactions or economic hedges. Trading transactions are defined as derivative instruments
used to take advantage of existing market opportunities. Economic hedges are defined as derivative instruments,
including long-term power agreements, used to hedge generation assets and purchase power costs.

GAAP defines fair value as the amount at which the instrument could be exchanged in a current transaction
between willing parties, other than in a forced sale or liquidation. Fair value is based on current market quotes as
available and are supplemented by modeling techniques and assumptions made by the Company to the extent quoted
market prices or volatilities are not available. Generally, market data to value these mstruments is available for up

“to five years for gas swaps and electricity contracts and up to 18 months for options. The remaining periods are

referred to as the illiquid period and are valued using internally developed pricing data. The Company regularly
assesses the validity and availability of pricing data for the illiquid period of its derivative transactions. Although
management uses its best judgment in estimating the fair value of these instruments, there are inherent limitations in
any estimation technique.

The Company has entered into a limited number of derivative energy contracts with terms that extend through
15 years. Observable market data is not available for the illiquid period of these contracts. In the third quarter of
2007, the Company refined the modeling technique used to value the impacts of the illiquid periods and the
utilization of net present value in fair valuing its portfolio. In the second quarter of 2007, PNM implemented new
market price curve models and assumptions, The cumulative eftect of these changes in valuation is accounted for as
a change in accounting estimate under SFAS 154. The effect of the change in estimate was a decrease to net
earnings for PNMR and PNM of $2.5 million for the .year ended December 31, 2007, which is $0.03 per diluted
share for PNMR. See Note 8 for information regarding contracts that are proposed to be sold.

Commodity Risk

Marketing and procurement of energy often involve market risks associated with managing energy
commodities and establishing open positions in the energy markets, primarily on a short-term basis. These risks fall
into three different categories: price and volume volatility, credit risk of counterparties and adequacy of the control
environment. The Company’s operations subject to market risk routinely enter into various derivative instruments
such as forward contracts, option agreements and price basis swap agreements to hedge price and volume risk on
their purchase and sale commitments, fuel requirements and to enhance returns and minimize the risk of market
fluctuations.

PNM’s operations are managed primarily through a net asset-backed marketing strategy, whereby PNM’s
aggregate net open forward contract position is covered by its forecasted excess generation capabilities. PNM is
exposed to market risk if its generation capabilities were to be disrupted or if its retail load requirements were to be
greater than anticipated. 1f PNM were required to cover all or a portion of its net open contract position as a result
of the aforementioned unexpected situations, it would have to meet its commitments through market purchases. As
such, PNM is exposed to risks related to fluctuations in the market price of energy that could impact the sales price
or purchase price of energy. In addition, PNM operations utilize trading transactions to take advantage of
opportunities that present themselves in the ordinary course of business. These positions are subject to market risk
that is not mitigated by PNM’s generation capabilities.

First Choice is responsible for energy supply related to the sale of electricity to retail customers in Texas,
TECA contains no provisions for the specific recovery of fuel and purchased power costs. First Choice operates
within a competitive marketplace. The rates charged to new customers acquired by First Choice outside of TNMP’s
service territory are not regulated by the PUCT, but are negotiated with each customer. As a result, changes in fuel
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and purchased power costs will affect First Choice’s operating results. First Choice is exposed to market risk to the
extent that is retail rates or cost of supply fluctuates with market prices. Additionally, fluctuations in First Choice
retail load requirements greater than anticipated may subject First Choice to market risk. First Choice’s basic
strategy is to minimize its exposure to fluctuations in market energy prices by matching fixed price sales contracts
with fixed price supply. First Choice also enters into proprietary trading contracts with the sole purpose of
generating gross margins through capturing market dislocations. Various derivative instruments are utilized to
achieve this. These transactions do not specifically hedge exposure or manage price risk associated with retail load
obligation. Trading positions are subject to market risk that is not mitigated by First Choice's retait operations.

PNMR

The following table shows the net fair value of mark-to-market energy contracts (which do not include cash-
flow hedges) included in PNMR’s Consolidated Balance Sheet. See Note 8 for additional information.

Decemtber 31, 2007
{In thousands)
Economic
Trading Hedges Total
Mark-to-market energy contracts:
Current asset $ 32,451 $ 15,060 $ 47,511
Long-term asset 8,335 37,359 45,694
Total mark-to-market assets 40,786 52419 93,205
Current liability (34,753) (17,991) {52,744)
Long-term liability (7,610) (47,564) (55,174)
Total mark-to-market liabilities {42,363) {65,553) (107,918)
Net fair value of mark-to-market energy contracts $(1,577)  $(13,136) $(14,713)

December 31, 2006
(In thousands}

Economic
Trading Hedges - Total
Mark-to-market energy contracts:
Current asset $ 22,442 $21,238 $ 43,680
Long-term asset : 391 10,591 10,982
Total mark-to-market assets 22,833 31,829 54,662
Current liability (21,425) (20,595) (42,020)
Long-term liability (482) (8,694) (2,176}
Total mark-to-market liabilities {21,907 {29,289) {51,196)
Net fair value of mark-to-market energy contracts 5 926 § 2,540 $ 3,466

The mark-to-market energy transactions represent net liabilities at December 31, 2007 and net assets at
December 31, 2006 after netting all applicable open purchase and sale contracts.
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The following table details the changes in the net asset or liability balance sheet position from one period to
the next for mark-to-market energy transactions:

December 31, 2007
Economic
Trading ' Hedges Total
(In thousands)

Sources of fair value gain (loss):

Fair value at beginning of year 5 926 § 2,540 § 3,466

Amount realized on contracts delivered during period 6,306 12,445 18,751

Changes in valuation techniques 301 (4,403) (4,102)

Changes in fair value {7.817) (15,970 (23,787)

Net unrealized (loss) for the period (1,210) (7,928) (9,138)

Unearned/prepaid option premiums (1,293) 1,678 385

Reclass from deferred credits - (9,426) (9,426)
Net fair value at end of period S(L,577) % (13,136) $(14,713)

December 31, 2006
Economic
Trading Hedges Total

{In thousands)
Sources of fair value gain (loss):

Fair value at beginning of year § 2,270 $2,258 $4,528
Amount realized on contracts delivered during period (6,897} 175 (6,722)
Changes in fair value 5,553 107 5,660
Net unrealized gain (loss) for the period (1,344) 282 (1,062)
Net fair value at end of period 3 926 $ 2,540 $3.466

The following table provides the maturity of the net assets (liabilities) of PNMR, giving an indication of
when these mark-to-market amounts will settle and generate {use) cash. The following values were determined
using broker quotes and option models:

Less than
1 year 1-3 Years 4+ Years Total
(In thousands)
Trading $ (2,302) $ 725 3 - $ (1,577
Economic hedges (2,930) (2,992) (7.214) (13,136)
Total $ (5,232) $(2,267) 3(7,214) $(14,713)

The net change in fair value on PNMR’s commodity derivative instruments designated as hedging
instruments is summarized as follows:

Year Ended December 31,

2007 2006
Type of Derivative Hedge Instruments
{In thousands)
Change in fair value of energy contracts $ (33,181) $27,932
Change in fair value of gas fixed for float swaps 1,667 (22,857)
Change in the fair value of options 437 988
Net change in fair value $(3,077) § 6,063
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PNM

The following table shows the net fair value of mark-to-market energy contracts included in PNM’s
Consolidated Balance Sheet. See Note & for additional information.

December 31, 2007
(In thousands)
Economic
Trading Hedges Total
Mark-to-market energy contracts:
Current asset $ 11 $ 13,562 $13,573
Long-term asset - 37,359 37,359
Total mark-to-market assets 11 50,921 50,932
Current liability B)] (17,019) (17.,028)
Long-term liability - (47,565) (47,565)
Total mark-to-market liabilities {9 (64,584) (64,593)
Net fair value of mark-to-market energy contracts $ 2 $(13,663) 3(13,661)
December 31, 2006
(In thousands)
Economic
Trading Hedges Total
Mark-to-market energy contracts:
Current asset 3 7i $21,239 - §$21,310
Long-term asset - 10,592 10,592 .
Total mark-to-market assets 71 31,831 31,902
Current liability (28) (20,595) (20,623)
Long-term liability ' - (8,694) (8,694)
Total mark-to-market liabilities (28) {29.289) {29.317)
Net fair value of mark-to-market energy contracts § 43 $ 2542 $ 2,585

The mark-to-market energy transactions represent net liabilities at December 31, 2007 and net assets at
December 31, 2006 after netting all applicable open purchase and sale contracts.

The following table dewails the changes in the net asset or liability balance sheet position from one period to
the next for mark to market energy transactions:

December 31, 2007
Economic
Trading Hedges Total
(In thousands)

Sources of fair value gain (loss):

Fair value at beginning of year $§ 43 § 2,542 3 2,585
Amount realized on contracts delivered during period 3,358 13,899 17,257
Changes in valuation techniques 332 (4,386) (4,054)
Changes in fair value (3,731) {17,968) (21,689)
Net unrealized (loss) for the period 41 (8,455 (8.496)
Unearned/prepaid option premiums . - 1,676 1,676
Reclass from deferred credits - (9.426) (9,426)
Net fair value at end of period $ 2 $ (13,663) $(13,661)
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December 31, 2006
Economic
Trading Hedges Total
{In thousands)

Sources of fair value gain (foss):

Fair value at beginning of year 5 - 3 2,258 $ 2,258
Amount realized on contracts delivered during period (319) 175 {144)
Changes in fair value 362 109 471
Net unrealized gain for the period 43 284 327
Net fair value at end of period $ 43 § 2,542 $ 2,585

The following table provides the maturity of the net assets (liabilities) of PNM mark-to-market energy
transaction, giving an indication of when these mark-to-market amounts will settle and generate {use) cash. The
following values were determined using broker quotes, option models, and internal estimates of long-term price
curves:

Fair Value at December 31, 2007

Less than
1 year 1-3 Years 4+ Years Total
(In thousands)
Trading 5 2 $ - $ - b 2
Economic hedges (3,457 (2,992) (7,214) (13,663
Total o $ (3,455) $(2,992) $(7,214) $(13,661)

The net change in fair value on PNM’s commodity derivative instruments designated as hedging instruments
are summarized as follows;

Year Ended December 31,

2007 2006
Type of Derivative Hedge Instruments
(In thousands)
Change in fair value of energy contracts £§ 39 $ (5,210)
Change in fair value of gas fixed for float swaps 822 (22,810)
Net change in fair value § 783 £(28,020)

PNM FElectric

PNM measures the market risk of its long-term contracts and wholesale activities using a VaR calculation to
maintain the Company’s total exposure within management-prescribed limits. The Company’s VaR calculation
reports the possible market loss for the respective transactions. This calculation is based on the transaction’s fair
market value on the reporting date. Accordingly, the VaR calculation is not a measure of the potential accounting
mark-to-market loss. The Company utilizes the Monte Carlo simulation model of VaR. The Monte Carlo model
utilizes a random generated simulation based on historical volatility to generate portfolio values. VaR models are
relatively sophisticated. The quantitative risk information, however, is limited by the parameters established in
creating the model. The instruments being evaluated may trigger a potential loss in excess of calculated amounts if
changes in commodity prices exceed the confidence level of the model used. The VaR methodology employs the
following critical parameters: wvolatility estimates, market values of open positions, appropriate market-oriented
holding periods and seasonally adjusted correlation estimates. The Company’s VaR calculation considers the

A-70




Company’s forward position for the next eighteen months. The Company uses a holding period of three days as the
estimate of the length of time that will be needed to liquidate the positions. The volatility and the correlation
estimates measure the impact of adverse price movements both at an individual position level as well as at the total
portfolio level. The two-tailed confidence level established is 99%. For example, if VaR is calculated at $10.0
million, it is estimated at a 99% confidence level that if prices move against PNM’s positions, the Company’s pre-
tax gain or loss in liquidating the portfolio would not exceed $10.0 million in the three days that it would take to
liquidate the portfolio.

PNM measures VaR for all transactions that are not directly asset related and have economic risk. The VaR
limit established for these transactions is $5.0 million. For the year ended December 31, 2007, the average VaR
amount for these transactions was $2.0 million, with high and low VaR amounts for the period of $6.4 million and
$0.0 million. The VaR amount for these transactions at December 31, 2007 was $0.0 million. For the year ended
December 31, 2006, the average VaR amount for these transactions was $1.3 million, with high and low VaR
amounts for the period of $3.7 million and $0.4 million. The total VaR amount for these transactions at December
31, 2006 was $0.8 million.

First Choice

First Choice measures the market risk of its activities using an EaR calculation to maintain the Company’s
total exposure within management-prescribed limits. Because of its obligation to serve customers, First Choice must
take its obligations to settlement. Accordingly, a measure that evaluates the settlement of First Choice’s positions
against earnings provides management with a useful tool to manage its portfolio. First Choice’s EaR calculation
reports the possible losses against forecasted earnings for its retail load and supply portfolio. This calculation is
based on First Choice’s forecasted earnings on the reporting date. The Company utilizes a Delta/Gamma
approximation model of EaR. The Delta/Gamma model calculates a price change within a given time frame,
correlation and volatility parameters for each price curve utilized in valuing the mark-to-market of each position to
develop a change in value for any position. This process is repeated multiple times to calculate a standard deviation,
which is used to arrive at an EaR amount based on a certain confidence level. The model uses the Delta/Gamma
approximation to model the optionality related to price-to-beat rate resets by both the Company and the PUCT as
discussed above. First Choice utilizes the one-tailed confidence level at 95%. EaR models are relatively
sophisticated. The quantitative risk information, however, is limited by the parameters established in creating the
model. The instruments being evaluated may trigger a potential loss in excess of calculated amounts if changes in
commodity prices exceed the confidence level of the model used. The EaR calculation considers the Company’s
forward position for the next twelve months and holds each position to settlement. The volatility and the correlation
estimates measure the ifnpact of adverse price movements both at an individual position level as well as at the total
portfolio level. For example, if EaR is calculated at $10.0 million, it is estimated at a 95% confidence level that if
prices 'move against First Choice’s positions, the losses against the Company’s forecasted earnings over the next
twelve months would not exceed $10.0 million.

For the year ended December 31, 2007, the average EaR amount was $16.2 million, with high and low EaR
amounts for the period of $27.1 million and $5.7 million. The total EaR amount at December 31, 2007 was $23.3
million. For the year ended December 31, 2006, the average EaR amount for these transactions was $10.9 million,
with high and low EaR amounts for the period of $18.5 million and $4.0 million. The total EaR amount for these
transactions at December 31, 2006 was $17.0 million,

In addition, First Choice utilizes two VaR measures to manage its market risk. The first VaR limit is based
on the same total retail load and supply portfolio as the EaR measure; however, the VaR measure is intended to
capture the effects of changes in market prices over a 10 day holding period. This holding period is considered
appropriate given the nature of First Choice’s supply portfolio and the constraints faced by First Choice in the
ERCOT market. The calculation utilizes the same Monte Carlo simulation approach described above at a 95%
confidence level. The VaR amount for these transactions was $4.4 million at December 31, 2007. For the year
ended December 31, 2007, the high, low and average mark-to-market VaR amounts were $6.2 million, $0.6 million
and $3.3 million. The VaR amount for these transactions was $5.0 million at December 31, 2006. For the year
ended December 31, 2006, the high, low and average mark-to-market VaR amounts were $6.1 million, $1.5 million
and $3.3 million.
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The second VaR limit was established for First Choice transactions that are subject to mark-to-market
accounting as defined by SFAS 133 and SFAS 149. This calculation captures the effect of changes in market prices
over a three-day holding period and utilizes the same Monte Carlo simulation approach described above at a 95%
confidence level. The VaR amount for these transactions was $1.7 million at December 31, 2007. For the year
ended December 31, 2007, the high, low and average mark-to-market VaR amounts were $4.4 million, $0.1 million
and §1.5 million. The VaR amount for these transactions was $1.6 million at December 31, 2006. For the year
ended December 31, 2006, the high, low and average mark-to-market VaR amounts were $2.2 million, $0.1 million
and $1.0 million.

The Company's risk measures are regularly monitored by the Company's RMC. The RMC has put in place
procedures to ensure that increases in risk measures that exceed the prescribed limits are reviewed and, if deemed
necessary, acted upon to reduce exposures. The VaR and EaR limits represent an estimate of the potential gains or
losses that could be recognized on the Company’s portfolios, subject 1o market risk, given current volatility in the
market, and are not necessarily indicative of actual results that may occur, since actual future gains and losses will
differ from those estimated. Actual gains and losses may differ due to actual fluctuations in market prices, operating
exposures, and the timing thereof] as well as changes to the underlying portfolios during the year.

Credit Risk

The Company’s use of derivatives and the resulting credit risk is regularly monitored by the RMC. In
addition, counierparties expose the Company to credit losses in the event of non-performance or non-payment. The
Company manages credit on a consclidated basis and uses a credit management process to assess and monitor the
financial conditions of counterparties. Credit exposure is regularly monitored by the RMC. The RMC has put
procedures in place to ensure that increases in credit risk measures that exceed the prescribed limits are reviewed
and, if deemed necessary, acted upon to reduce exposures.

The following table provides information related to credit exposure as of December 31, 2007. The Company
did not hold any credit collateral as of December 31, 2007. The table further delineates that exposure by the credit
worthiness (credit rating) of the counterparties and provides guidance as to the concentration of credit risk to
individual counterparties. Also provided is an indication of the maturity of a Company’s credit risk by credit ratings
of the counterparties.

Schedule of PNM Credit Risk Exposure

December 31, 2007 .
Net
(b} Number Exposure
Net of of
Credit Counter Counter-
Risk -parties parties
Rating (a) Exposure >10% >10%
(Dollars in thousands)
Investment grade $188,774 1 $£77.151
Non-investment grade - - -
internal ratings 278
Investment grade 21 - -
Non-investment grade 5,015 - -
Total $194,038 $77,151

(a)  The Rating included in “Investment Grade” is for counterparties with a minimum S&P rating of BBB- or
Moody's rating of Baa3. If the counterparty has provided a gunarantee by a higher rated entity (e.g., its
parent), determination is based on the rating of its guarantor. The category “Internal Ratings - Investment
Grade” includes those counterparties that are internally rated as investment grade in accordance with the
guidelines established in the Company’s credit policy.
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(b)  The Net Credit Risk Exposure is the net credit exposure to PNM from wholesale operations. This includes
long-term contracts and short-term sales. The exposure captures the net amounts due to PNM from
receivables/payables for realized transactions, delivered and accrued revenues, and mark-to-market
gains/losses {pursuant to contract terms). Exposures are offset according to legally enforceable netting
arrangements and reduced by credit collateral. Credit collateral includes cash deposits, letters of credit and
performance bonds received from counterparties. Amounts are presented before these reserves that are
determined on a portfolio basis.

PNM
Maturity of Credit Risk Exposure
December 31, 2007

Total
Less than Net
Rating 2 Years 2-5 Years >5 Years Exposure
(In thousands)
Investment grade $127,483 $38,035 $23.256 $188,774
Non-investment grade - - - -
Split Rating 278 - - 278
Internal ratings
[nvestment grade 21 - - 21
Non-investment grade 6,515 - - 6,515
Total $134,297 $38,035 $23.256 $195,588

The Company provides for losses due to market and credit risk. PNM credit risk with its largest counterparty
as of December 31, 2007 and December 31, 2006 was $77.2 million and $29.7 million,

First Choice

First Choice is subject to credit risk from non-performance by its supply counterparties to the extent these
contracts have a mark-to-market value in favor of First Choice. The Constetlation power supply agreement
established FCPSP, a bankruptcy remote special purpose entity, to hold all of First Choice's customer contracts and
wholesale power and gas contracts. Constellation received a lien on accounts receivable, customer contracts, cash,
and the equity of FCPSP as security for FCPSP’s performance under the power supply agreement. The provisions
of this agreement severely limit FCPSP’s ability to secure power from alternate sources. Additionally, the terms of
the security agreement did not require Constellation to post collateral for any mark-to-market balances in FCPSP’s
favor. At December 31, 2007, FCPSP was in an unfavorable mark-to-market position with Constellation, The
Constellation power supply agreement provisions will continue as long as FCPSP is purchasing power from
Constellation to serve retail customers. The existing pricing mechanism under the Constellation power supply
agreement expired on December 31, 2006, and the obligations of Constellation to act as a qualified scheduling entity
continue until the expiration of the agreement on December 31, 2007. The contract was extended until January 31,
2008 and First Choice then became the qualified scheduling entity as of February 1, 2008. First Choice's credit
exposure to other counterparties at December 31, 2007 was $2.9 million and the time period of these exposures
extends through 2010.

First Choice’s retail bad debt expense for the year ended December 31, 2007 was $15.1 million. A reduction
in bad debt expense from retail customers is expected due to reduced customer receivables resulting partially from
effective disconnect policies, increased collection activity and refined consumer credit and securitization policies.

Interest Rate Risk

PNMR’s senior notes issued as part of the equity-linked units sold in March and October 2005 will be
remarketed in 2008. If the remarketing is successful, the interest rate on the senior notes may change to a rate
selected by the remarketing agent, and the maturity of the senior notes may be extended to a date selected by PNMR
within specified limits. if the remarketing of the senior notes is not successful, the maturity and interest rate of the
senior notes will not change and holders of the equity-linked units will have the option of putting their senior notes
to PNMR 1o satisfy their obligations under the purchase contracts. Although there can be no assurance, PNMR
expects that the remarketing of the senior notes will be successful.
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PNMR has long-term debt which subjects it to the risk of loss associated with movements in market interest
rates, The majority of PNMR’s long-term debt is fixed-rate debt, and therefore, does not expose PNMR’s earnings
o a major risk of loss due to adverse changes in market interest rates. However, the fair value of all long-term debt
instruments would increase by 1.2%, if interest rates were to decline by 50 basis points from their levels at
December 31, 2007, In general, an increase in fair value would impact earnings and cash flows to the extent not
recoverable in rates if PNM were to reacquire all or a portion of its debt instruments in the open market prior to their
maturity.

During the year ended December 31, 2007, PNM contributed cash of $36.0 million to other post retirement
benefits and contributed cash of $7.9 million to the PVNGS NDT for plan year 2007. There were no contributions
made to the PNMR pension plan. The securities held by the trusts had an estimated fair value of §716.3 miltion at
December 31, 2007, of which 26.6% were fixed-rate debt securities that subject PNM to risk of loss of fair value
with movements in market interest rates. If rates were to increase by 50 basis points from their levels at December
31, 2007, the decrease in the fair value of the fixed-rate securities would be 3.4%, or $6.5 million. PNM does not
currently recover or return through rates any losses or gains on these securities, PNM, therefore, is at risk for
shortfalls in its funding ol its obligations due to investment losses. PNM does not believe that long-term market
returns over the period of funding will be less than required for PNM to meet its obligations. However, this belief is
based on assumptions about future returns that are inherently uncertain.

During the year ended December 31, 2007, TNMP made contributions of $0.4 million to other post retirement
benefits for plan year 2007. There were no contributions made to the pension plan. The securities held by the trusts
had an estimated fair value of $89.4 million at December 31, 2007, of which 23.1% were fixed-rate debt securities
that subject TNMP to risk of loss of fair value with movements in market interest rates. If rates were to increase by
50 basis points from their levels at December 31, 2007, the decrease in the fair value of the fixed-rate securities
would be 4.1%, or $0.9 million. TNMP, therefore, is at risk for shortfalls in its funding of its obligations due to
investment losses. TNMP does not believe that long-term market returns over the period of funding will be less than
required for TNMP 10 meet its obligations. However, this belief is based on assumptions about luture returns that
are inherently uncertain.

Equity Market Risk

The trusis established to fund PNM’s share of the decommissioning costs of PVNGS and pension and other
postretirement benefits hold certain equity securities at December 31, 2007. These equity securities also expose the
Company to losses in fair value. 57.8% of the securities held by the various trusts were equity securities as of
December 31, 2007. Similar to the debt securities held for funding decommissioning and certain pension and other
postretirement costs, PNM does not recover or earn a reiurn through rates on any losses or gains on these equity
securities.

The trusts established o fund TNMP’s pension and other postretirement benefits hold certain equity
securities at December 31, 2007. These equity securitics also expose the Company to losses in fair value. 51.8% of
the securities held by the various trusts were equity securities as of December 31, 2007. TNMP does not recover or
earn a return through rates on any losses or gains on these equity securities.

Alternatives Investment Risk

The Company has a target of investing 20% of its pension assets in the alternatives asset class. This includes
real estate, private equity, and hedge funds. The private equity and hedge fund investments are limited partner
structures that are multi-manager multi-strategy funds. Real estate investments arc with a private real estate
investment trust that invests in a diversified portfolio of real estate, mortgages, and other real estate related assets.
This investment approach gives broad diversification and minimizes risk compared to a direct investment in any one
component of the funds. The general partner oversees the selection and monitoring of the underlying managers. The
Company’s Corporate Investment Committee monitors the performance of the funds and general partner’s
investment process. There is risk associated with these funds due to the nature of the strategies and techniques and
the use of investments that do not have readily determinable fair value.
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Management’s Annual Report on Internal Control Over Financial Reporting

Management of PNM Resources, Inc. and subsidiaries (the “Company™) is responsible for establishing and
maintaining adequate internal controi over financial reporting as defined in Rule 13a-15(f} under the Securities
Exchange Act of 1934, as amended.

Management assessed the effectiveness of the Company’s internal control over financial reporting based on
the Internal Conrrol — Integrated Framework set forth by the Commitiee of Sponscring Organizations of the
Treadway Commission. Based on the assessment performed, management concludes that the Company’s internal
control over financial reporting was effective as of December 31, 2007.

Deloitte & Touche LLP, an independent registered public accounting firm, has issued an attestation report on
the Company’s internal control over financial reporting which is included herein.

/st Jeffry E. Sterba
Jeffry E. Sterba,
Chairman, President and
Chief Executive Officer

/s/ Charles Eldred

Charles Eldred

Executive Vice President and
Chief Financial Officer



Management’s Annual Report on Internal Contrel Over Financial Reporting

Management of Public Service Company of New Mexico and subsidiaries (the “Company™) 1s responsible for
establishing and maintaining adequate internal control over financial reporting as defined in Rule 13a-15(f) under
the Securities Exchange Act of 1934, as amended.

Management assessed the effectiveness of the Company’s internal control over financial reporting based on
the Internal Control — Integrated Framework set forth by the Committee of Sponsoring Organizations of the
Treadway Commission. Based on the assessment performed, management concludes that the Company’s internal
control over financial réporting was effective as of December 31, 2007.

Deloitte & Touche LLP, an independent registered public accounting firm, has issued an attestation report on
the Company’s internal control over financial reporting which is included herein.

/s/ Patricia K. Collawn
Patricia K. Collawn,
Utilities President

/s/ Charles Eldred

Charles Eldred

Executive Vice President and
Chief Financial Officer




Management’s Annual Report on Internal Control Over Financial Reporting

Management of Texas-New Mexico Power Company and subsidiaries (the “Company™) is responsible for
establishing and maintaining adequate internal control over financial reporting as defined in Rule 13a-15(f) under
the Securities Exchange Act of 1934, as amended.

Management assessed the effectiveness of the Company’s internal control over financial reporting based on
the Internal Control — Integrated Framework set forth by the Committee of Sponsoring Organizations of the
Treadway Commission. Based on the assessment performed, management concludes that the Company’s internal
control aver financial reporting was effective as of December 31, 2007,

/s/ Patricia K. Collawn
Patricia K. Collawn,
President and

Chief Executive Officer

s/ Thomas G. Sategna
Thomas G. Sategna

Vice President, Controller
And Treasurer




REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Beard of Directors and Stockholders of
PNM Resources, Inc.
Albuquerque, New Mexico

We have audited the internal control over financial reporting of PNM Resources, Inc. and subsidiaries (the
"Company"™) as of December 31, 2007, based on criteria established in Internal Control — Integrated Framework
issued by the Committee of Sponsoring Organizations of the Treadway Commission. The Company's management
is responsible for maintaining effective internal control over financial reporting and for its assessment of the
effectiveness of internal control over financial reporting, included in the accompanying Management’s Annual
Report on Internal Control Over Financial Reporting. Our responsibility is to express an opinion on the Company's
internal control over financial reporting based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board
{United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether effective internal control over financial reporting was maintained in all material respects. Our audit
included obtaining an understanding of internal control over financial reporting, evaluating management's
assessment, testing, and evaluating the design and operating effectiveness of internal control, and performing such
other procedures as we considered necessary in the circumstances. We believe that our audit provides a reasonable
basis for our opinions.

A company's internal control over financial reporting is a process designed by, or under the supervision of;, the
company's principal executive and principal financial officers, or persons performing similar functions, and effected
by the company's board of directors, management, and other personnel to previde reasonable assurance regarding
the reliability of financial reporting and the preparation of financial statements for external purposes in accordance
with generally accepted accounting principles. A company's internal gontrol over financial reporting includes those
policies and procedures that (1) pertain to the maintenance of records that, in reasonable detail, accurately and fairly
reflect the transactions and dispositions of the assets of the company; (2) provide reasonable assurance that
transactions are recorded as necessary to permit preparation of financial statements in accordance with generally
accepted accounting principles, and that receipts and expenditures of the company are being made only in
accordance with authorizations of management and directors of the company; and (3) provide reasonable assurance
regarding prevention or timely detection of unauthorized acquisition, use, or disposition of the company's assets that
could have a material effect on the financial statements.

Because of the inherent limitations of internal control over financial reporting, including the possibility of collusion
or improper management override of controls, material misstatements due to error or fraud may not be prevented or
detected on a timely basis. Also, projections of any evaluation of the effectiveness of the internal control over
financial reporting to future periods are subject to the risk that the controls may become inadequate because of
changes in conditions, or that the degree of compliance with the policies or procedures may deteriorate.

In our opinion, the Company maintained, in all material respects, effective internal control over financial reporting
as of December 21, 2007, based on the criteria estdablished in faternal Control — Integrated Framework issued by
the Committee of Sponsoring Organizations of the Treadway Commission.

We have also audited, in accordance with the standards of the Public Company Accounting Oversight Board (United
States), the consolidated financial statements and financial statement schedules of the Company as of and for the
year ended December 31, 2007 and our reports dated February 28, 2008, relating to the financial statements and
financial statement schedules, respectively, of the Company expressed an unqualified opinion on those consolidated
financial statements and financial statement schedules, and included an explanatory paragraph relating to the
adoption of Financial Accounting Standards Board Financial Interpretation No. 47, Accounting for Conditional
Asset Retirement Obligations, the adoption of Statement of Financial Accounting Standards No. 123 (revised 2004),
Share-Based Payment and Statement of Financial Accounting Standards No. 158, Employers' Accounting for
Defined Benefit Pension and Other Postretirement Plans - an amendment of FASB Statements No. 87, 88, 106, and
132R in 2006, and the adoption of Financial Accounting Standards Board Financial Interpretation No. 48,
Accounting for Uncertainty in Income Taxes in 2007.

/s/ DELOITTE & TOUCHE LLP

Dallas, Texas '
February 28, 2008
REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM
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To the Board of Directors and Stockholders of
Public Service Company of New Mexico
Albuquerque, New Mexico

We have audited the internat control over financial reporting of Public Service Company of New Mexico and
subsidiaries (the "Company") as of December 31, 2007, based on criteria established in Internal Control —
Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission. The
Company's management is responsible for maintaining effective internal control over financial reporting and for its
assessment of the effectiveness of internal control over financial reporting, included in the accompanying
Management’s Annual Report on Internal Control Over Financial Reporting. Our responsibility is to express an
opinion on the Company's internal control over financial reporting based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board {(United
States). Those standards require that we plan and perform the audit to obtain reasonable assurance about whether effective
internal control over financial reporting was maintained in all material respects, Qur audit included obtaining an
understanding of intemal control over financial reporting, evaluating management's assessment, testing, and evaluating the
design and operating effectiveness of internal control, and performing such other procedures as we considered necessary in -
the circumstances. We believe that our audit provides a reasonable basis for our opinions.

A company's internal control over financial reporting is a process designed by, or under the supervision of, the company's
principal executive and principal financial officers, or persons performing similar functions, and effected by the company's
board of directors, management, and other personnel to provide reasonable assurance regarding the reliability of financial
reporting and the preparation of financial statements for external purposes in accordance with generally accepted
accounting principles. A company's internal control over financial reporting includes those policies and procedures that (1)
pertain to the maintenance of records that, in reasonable detail, accurately and fairly reflect the transactions and
dispositions of the assets of the company; (2) provide reasonable assurance that transactions are recorded as necessary to

permit preparation of financial statements in accordance with generally accepted accounting principles, and that receipts

and expenditures of the company are being made only in accordance with authorizations of management and directors of
the company; and (3) provide reasonable assurance regarding prevention or timely detection of unauthorized acquisition,
use, or disposition of the company's assets that could have a material effect on the financial statements.

Because of the inherent limitations of internal control aver financial reporting, including the possibility of collusion or
improper management ovetride of controls, material misstatements due to error or fraud may not be prevented or detected
on a timely basis. Also, projections of any evaluation of the effectiveness of the internal control over financial reporting to
future periods are subject to the risk that the controls may become inadequate because of changes in conditions, or that the
degree of compliance with the policies or procedures may deteriorate.

In our opinion, the Company maintained, in all material respects, effective internal control over financial reporting
as of December 31, 2007, based on the criteria established in Jnternal Control — Integrated Framework issued by
the Committee of Sponsoring Organizations of the Treadway Commission.

We have also audited, in accordance with the standards of the Public Company Accounting Oversight Board {United
States), the consclidated financial statements and financial statement schedules of the Company as of and for the year
ended December 31, 2007 and our reports dated February 28, 2008, relating to the financial statements and financial
statement schedules, respectively, of the Company expressed an unqualified opinion on those consolidated financial
statements and financial statement schedules, and included an explanatory paragraph relating to the adoption of Financial
Accounting Standards Board Financial Interpretation No. 47, dccounting for Conditional Asset Retirement Obligations in
2005, the adoption of Statement of Financial Accounting Standards No. 123 (revised 2004), Share-Based Payment and
Statement of Financial Accounting Standards No. 158, Employvers' Accounting for Defined Benefit Pension and Other
Fostretirement Plans - an amendment of FASB Statements No. 87, 88, 106, and 132R in 2006, and the adoption of
Financial Accounting Standards Board Financial Interpretation No. 48, Accounting for Ugcertainty in Income Taxes
in 2007.

/s/ DELOITTE & TOUCHE LLP

Dallas, Texas i
February 28, 2008
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and Stockholders of
PNM Resources, Inc.
Albuguerque, New Mexico

We have audited the accompanying consolidated balance sheets of PNM Resources, Inc. and subsidiaries (the
“Company”) as of December 31, 2007 and 2006, and the related consolidated statements of earnings, changes in
common stockholders’ equity, comprehensive income, and cash flows for each of the three years in the period ended
December 31, 2007. These financial statements are the responsibility of the Company's management, Our
responsibility is to express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audits to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, such consolidated financial statements present fairly, in all material respects, the financial position of
PNM Resources, inc. and subsidiaries as of December 31, 2007 and 2006, and the results of their operations and
their cash flows for each of the three years in the period ended December 31, 2007, in conformity with accounting
principles generally accepted in the United States of America.

As discussed in Note 1 to the consolidated financial statements, the Company adopted Financial Accounting
Standards Board Financial Interpretation No. 47, Accounting for Conditional Asset Retirement Obligations in 2005.
As discussed in Notes 13 and 12, respectively, the Company adopted Statement of Financial Accounting Standards
No. 123 (revised 2004), Share-Based Payment and Statement of Financial Accounting Standards No. 138,
Employers' Accounting for Defined Benefit Pension and Other Postretivement Plans - an amendment of FASB
Statements No. 87, 88, 106, and 132R in 2006. As discussed in Note 11 to the consolidated financial statements, the
Company adopted Financial Accounting Standards Board Financial Interpretation No. 48, Accounting for
Uncertainty in Income Taxes in 2007. )

We have also audited, in accordance with the standards of the Public Company Accounting Oversight Board (United
States), the Company's internal control over financial reporting as of December 31, 2007, based on the criteria
established in Internal Control—Integrated Framework issued by the Committee of Sponsoring Organizations of the
Treadway Commission and our report dated February 28, 2008 expressed an unqualified opinion on the Company's
internal control over financial reporting.

/s/ DELOITTE & TOUCHE LLP

Dallas, Texas
February 28, 2008
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and Stockholders of
Public Service Company of New Mexico
Albuguerque, New Mexico

We have audited the accompanying consolidated balance sheets of Public Service Company of New Mexico and
subsidiaries (the “Company”) as of December 31, 2007 and 2006, and the related consolidated statements of
earnings, changes in common stockholder’s equity, comprehensive income, and cash flows for each of the three
years in the period ended December 31, 2007. These financial statements are the responsibility of the Company's
management. Qur responsibility is to-express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audits to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation, We believe that our audits provide a reasonable basis for our opinion.

In our opinion, such consolidated financial statements present fairly, in all material respects, the financial position of
Public Service Company of New Mexico and subsidiaries as of December 31, 2007 and 2006, and the results of their
operations and their cash flows for each of the three vears in the period ended December 31, 2007, in conformity
with accounting principles generally accepted in the United States of America.

As discussed in Note | to the consolidated financial statements, the Company adopted Financial Accounting
Standards Board Financial Interpretation No. 47, Accounting for Conditional Asset Retirement Obligations in 2005,
As discussed in Notes [3 and 12, respectively, the Company adopted Statement of Financial Accounting Standards
No. 123 (revised 2004), Share-Based Payment and Statement of Financial Accounting Standards No. 158,
Employers' Accounting for Defined Benefit Pension and Other Postretivement Plans - an amendment of FASB
Statements No. 87, 88, 106, and 132R in 2006. As discussed in Note 11 to the consolidated financial statements, the
Company adopted Financial Accounting Standards Board Financial Interpretation No. 48, Accounting for
Uncertainty in Income Taxes in 2007.

We have also audited, in accordance with the standards of the Public Company Accounting Oversight Board (United
States), the Company’s internal control over financial reporting as of December 31, 2007, based on the criteria
established in nternal Control—Integrated Framework issued by the Committee of Sponsoring Qrganizations of the
Treadway Commission and our report dated February 28, 2008 expressed an unqualified opinion on the Company's
internal control over financial reporting.

/s/ DELOITTE & TOUCHE LLP

Dallas, Texas
February 28, 2008
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and Stockholder of
Texas-New Mexico Power Company
Irving, Texas

We have audited the accompanying consolidated balance sheets of Texas-New Mexico Power Company and
subsidiaries {the “Company”) as of December 31, 2007 and 2006, and the related consolidated statements of
earnings, statements of changes in common stockholder’s equity, comprehensive income, and cash flows for the
years ended December 31, 2007 and 2006, for the periods June 6, 2005 to December 31, 2005, and January 1, 2005
10 June 6, 2005, These financial statements are the responsibility of the Company's management. Our
responsibility is to express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audits to obtain reasonable assurance about
whether the financial statements are free of material misstatement. The Company is not required to have, nor were
we engaged to perform, an audit of its internal control over financial reporting. Qur audits included consideration of
internal control over financial reporting as a basis for designing audit procedures that are appropriate in the
circumstances, but not for the purpose of expressing an opinion on the effectiveness of the Company's internal
control over financial reporting. Accordingly, we express no such opinion. An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements. An audit also includes assessing
the accounting principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, such consolidated financial statements present fairly, in all material respects, the financial position of
Texas-New Mexico Power Company and subsidiaries as of December 31, 2007and 2006, and the results of their
operations and their cash flows for each of the two years in the period ended December 31, 2007 and for the periods
June 6, 2005 to December 31, 2005, and January 1, 2005 to June 6, 2005, in conformity with accounting principles
generally accepted in the United States of America.

As discussed in Note 1 to the consolidated financial statements, the Company adopted Financial Accounting
Standards Board Financial Interpretation No. 47, Accounting for Conditional Asset Retirement Obligations in 2005.
As discussed in Notes 13 and 12, respectively, the Company adopted Statement of Financial Accounting Standards
No. 123 (revised 2004), Share-Based Payment and Statement of Financial Accounting Standards No. 158,
Employers' Accounting for Defined Benefit Pension and Other Postretirement Plans - an amendment of FASB
Statements No. 87, 88, 106, and 132R in 2006. As discussed in Note 11 1o the consolidated financial statements, the
Company adopted Financial Accounting Standards Board Financial Interpretation No. 48, Accounting for
Uncertainty in Income Taxes in 2007,

/s/ DELOITTE & TOQUCHE LLP

Dallas, Texas
February 28, 2008
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PNM RESOURCES, INC, AND SUBSIDIARIES
CONSOLIDATED STATEMENTS OF EARNINGS

Operating Revenues:
Electric ’
Other

Total operating revenues

Operating Expenses:

Cost of energy sold

Administrative and general

Energy production costs

Depreciation and amortization

Transmission and distribution costs

Taxes other than income tuxes
Total operating expenses
Operating income

Other Income and Deductions:
interest income
Gains on investments held by NDT
Other income
Equity in net earnings of EnergyCo
Carrying charges on regulatory assets
Other deductions

Net other income and deductions

Interest Charges:
Interest on long-term debt
Other interest charges
Total interest charges

Earnings before Income Taxes

Income Taxes

Preferred Stock Dividend Requirements of Subsidiary
Earnings from Centinuing Operations

Earnings from Discontinued Operations, net of Income
Taxes of $10,395, $8,439 and $10,360

Cumulative Effect of Change in Accounting Principle

Net Earnings

Earnings from Continuing Operations per Common Share:

Basic
Diluted
Net Earnings per Common Share:
Basic
Diluted

Dividends Declared per Common Share

Year Ended December 31,

2007

2006

2005

(In thousands, except per share amounts)

$1,912,824 $1,962,174, §1,564,178 .
1,205 1,186 1,932
1,914,029 1,963,360 1,566,110
1,121,525 1.084,245 911,013
214,588 218,343 161,213
201,483 163,282 164,502
135,695 130,662 118,412
57,774 54,030 42,749
57,922 62,965 44,584
1,788.987 1,713,527 1,442,473
125,042 249,833 123,637
43,154 36,013 39,060
11,599 5.844 8513
7,443 6,114 8,084
7,581 - -
- 6,993 4376
{11,552) (6,671) (23,750)
58,225 48,293 36,283
81,638 84,773 66,042
38517 49,335 17,376
120,155 134,108 83,418
63,112 164,018 76,502
3,226 55,530 22,501
528 528 2,868
59.358 107,960 51,133
15,516 12,858 15,724
- - (926)
$ 74874 $ 120,818 $ 65931
$ 077 . 8 135 $ 0.78
$ 0.76 $ 153 $ 0.76
8 0.98 $ 173 $ 1.00
$ 0.96 L $ 0.98
S 0920 $  0.880 S 0785

The accompanying notes, as they relate to PNMR. are an integral part of these financial statements.
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PNM RESOURCES, INC, AND SUBSIDIARIES
CONSOLIDATED BALANCE SHEETS

December 31,

ASSETS

Current Assets:

Cash and cash equivalents

Special deposits

Accounts receivable, net of allowance for uncollectible acc